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EXECUTIVE SUMMARY - KENNETH L. COHEN 

Ken Cohen is President and Chief Operating Officer of the Public Services 

Sector (“PSS”). His testimony addresses the Arizona Gas Division’s (“AGD” or 

“Company”) need for rate relief, the policy reasons for consolidating the Northern 

Arizona Gas Division (“NAGD”) with the Santa Cruz Gas Division (‘ISCGD”), the 

PSS’s accounting systems and procedures, and the potential sale of the AGD. 

The request for rate relief is based on the significant capital investments 

Citizens made to extend natural gas service to areas within Citizens’ certificated 

area that had not previously had natural gas service and to maintain and improve 

its existing system. This “Build-Out” was initially ordered by the Arizona 

Corporation Commission as a condition of the Commission’s approval of 

Citizens’ acquisition of the Southern Union Gas property. In addition, a review of 

AGD’s operating cash flow for the years 1999 through 2001 shows a continuing 

trend of negative operating cash flow, a trend that continued through July 2002. 

These are legitimate reasons for seeking rate relief. The timing of this filing was 

driven by a September 2001 request from the Commission that a gas rate case 

be filed by Summer 2002. 

In this rate case filing, Citizens has consolidated NAGD and SCGD for 

operations, regulatory, and financial reasons. All of the gas facilities throughout 

Arizona are maintained and operated by Arizona Gas Division employees and 

costs of statewide operations are funded by the same AGD budget. In addtion, 

the proposed standardized tariffs that are a part of this application will make the 

same services and programs available statewide. 

As President and COO of the Public Services Sector, and former PSS 

Controller, Mr. Cohen attests that the PSS books and records are kept in 

conformance with GAAP and the FERC Uniform System of Accounts. 
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Mr. Cohen testifies about Citizens intent to divest of its public services 

properties. With the sale of Kauai Electric, Citizens will have divested 

approximately 75% of its public service properties. Citizens continues to 

negotiate with potential buyers for the remaind-er of its utility properties, including 

the AGD. Mr. Cohen acknowledges that Citizens has an obligation to provide 

safe and reliable service to its customers, and affirms that Citizens will continue 

to honor that responsibility while the gas properties are being offered for sale. 

Mr. Cohen also expresses alarm about the summer forest fires in Arizona, 

indicating that the Rodeo-Chediski fire illustrated the affect of a natural disaster 

on a utility’s operations. There are significant expenses for emergency 

operations and to rebuild and repair damaged or destroyed facilities. Mr. Cohen 

introduces the concept of a specific set-aside account, where funds could be 

accessed in the event of a disaster, natural or otherwise. 
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:NTRODUCTION 

2. 
4. 

Please state your name and business address. 

My name is Kenneth L. Cohen. My business address is Citizens 

Communications Company, 1450 Poydras Street, Suite 1800, New Orleans, 

Louisiana 70112. 

2, By whom are you employed and in what capacity? 

4. I am employed by Citizens Communications Company ("Citizens") as 

President and Chief Operating Officer of the Public Services Sector ("PSS"). 

;)UALIFICATIONS - 

Please describe your current duties and responsibilities. 

My major responsibilities are: (1) to oversee all of Citizens' electric and gas 

operations, including the Arizona Gas Division; (2) to direct the PSS staff 

functions, such as Accounting and Finance; and (3) to manage the Public 

Service capital and operating budgets. 

Please summarize your educational background. 

I attended Pace University in New York City and earned a BBA in Public 

Accounting. I hold CPA certificates issued by the Boards of Accountancy for 

the states of New York and Louisiana. 

Please describe your work experience. 

I joined Citizens in August 1996 as Controller of the PSS, with responsibility 

for all the accounting books and records of Citizens' gas, electric, water, 

and wastewater properties. I n  November of 1999, I was promoted to Vice- 

President and Controller for Citizens. I was promoted to President and 
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Chief Operating Officer of the PSS on January 1, 2002. Prior to joining 

Citizens, I worked for KPMG Peat Marwick LLP in New York City from March 

1987 through August 1996. 

What areas will you address in this testimony? 

My testimony will address the Arizona Gas Division's ("AGD" or "Company") 

need for rate relief, the policy reasons for consolidating the Northern 

Arizona Gas Division ("AGD") with the Santa Cruz Gas Division ("SCGD"), 

the PSS's accounting systems and procedures, and the potential sale of the 

AGD. 

RATE RELIEF NECESSARY 

Q. 
A. 

Q- 
A. 

Q* 
A. 

Why is AGD filing for a rate increase? 

AGD is filing this rate case to recover the approximately 133 million dollars 

that the Company has invested in gross plant in Arizona from January I, 

1996 until December 31, 2001. 

What is the amount of the requested annual increase in gross revenues? 

The requested increase in annual revenues is approximately $ 2 1  million or 

28%. I n  order to mitigate the rate increase, the Company has asked Mr. 

Rosenberg to use the lower end of his cost of equity range in determining 

the overall cost of capital for AGD. 

For what purposes were these capital expenditures made? 

Approximately $113 million of the capital expended is related to 

transmission and distribution assets. The vast majority of this is related to 

the extension of natural gas service to areas within Citizens' certificated 
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area that had not previously had natural gas service and to repair and 

improve its existing system. The goal is to insure that our customers’ 

current and future needs will be met in a safe and reliable manner. 

Why did Citizens expend so much capital to extend natural gas service in its 

certificated areas? 

The “Build-Out” was initially ordered by the Arizona Corporation 

Commission (“Commission‘’) in Decision No. 57647, as a condition of the 

Commission’s approval of Citizens’ acquisition of the Southern Union Gas 

property. Citizens subsequently submitted its “Build Out Plan” to extend 

natural gas service, which the Commission reviewed and approved. Mr. - 

Gary Smith, Vice President of Gas Operations, has discussed the Build-Out 

Plan a t  length in his testimony. 

Are the capital expenditures the only basis for AGD‘s request for rate relief? 

No. A review of AGD‘s operating cash flow for the years 1999 through 

2001 shows a continuing trend of negative operating cash flow. Negative 

operating cash flow is Earnings Before Interest, Taxes, Depreciation and 

Amortization (“EBITDA”) less capital expenditures. The AGD had a $12 

million negative operating cash flow in 1999, a $19 million negative 

operating cash flow in 2000 and another $15 million negative operating 

cash flow in 2001. The trend continued into July 2002. This deficit does 

not include the $39 million of deferred gas cost that AGD had incurred on 

behalf of its customers, but was not allowed to collect until September 

2001, through its Purchased Gas Adjustor (“PGA”) mechanism. 

Why hasn’t AGD applied for a rate increase since 1996? 
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Clearly, with the significant capital investment made by the AGD in the last 

several years, AGD has a legitimate reason to request a rate increase. The 

reason the Company has not filed a rate case since 1996 is twofold: (1) In  

Decision No 59875, the Commission adopted a settlement agreement 

where AGD agreed that no application for a general rate case would be filed 

before November 1, 1998; (2) I n  May 1999, Citizens changed its business 

direction, which postponed the filing of a rate application. 

What do you mean by ”Citizens changed its business direction”? 

In  1998, Citizens made a business decision to separate its public service 

business from its telecommunications business to permit the market to - 

value the two different types of business appropriately. I n  1999, the Board 

of Directors changed Citizens‘ strategic direction. The goal was to  become 

exclusively a communications company. Citizens’ strategy was to  divest of 

the public service businesses to  obtain funding for telecommunications 

acquisitions. At the outset Citizens did not realize that the process of 

separating and divesting would take longer than five years. Had this been 

anticipated, AGD would have applied for a rate increase earlier. 

What was the catalyst for the filing of the request for rate relief at  this 

time? 

Frankly, the rate case filing was made during the summer of 2002 because 

a t  a September 2001 Open Meeting, the Commissioners directed the AGD 

to make a mid-summer rate filing. This filing represents the Company’s 

compliance with that directive. 

What test year is reflected in the Company’s filing? 
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A. The application reflects a historical test year ending December 31, 2001. 

CONSOLIDATION 

Q. Are you filing separate rate requests for NAGD and SCGD? 

7 

8 

9 

10 

11 

12 

facilities throughout Arizona are maintained and operated by Arizona Gas 

Division employees. The employees and all costs of operating the natural 

Q. What are the policy reasons for Citizens consolidating NAGD with SCGD for 

purposes of this rate case? 

Citizens believes that it is appropriate to consolidate NAGD and SCGD for 

operations, regulatory, and financial reasons. All of the gas operations in 

Arizona report through their management to the Vice President and General 

Manager of Arizona gas operations, Mr. Gary A. Smith. All of the gas 

A. 

15 I I.€i 
17 

18 

gas systems throughout the state are funded by the same AGD budget. 

As part of this filing, the Company has also standardized the tariffs for the 

Northern Arizona operations and the Santa Cruz operations, which will 

make the management of the tariffs more efficient and effective. The 
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analyses of test year operations for purposes of developing an appropriate 

revenue requirement were conducted separately for the two properties, and 

the results were then combined into the various schedules presented in 

support of this combined rate application for AGD. 

ACCOUNTING BOOKS AND RECORDS 

Q. 

A. 

Are you familiar with the accounting books and records for the AGD? 

Yes. Since August 1996, I have been responsible for all accounting books 
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and records for the Citizens' Public Service properties, including NAGD and 

SCGD. 

Please provide a brief overview of the accounting for Arizona's gas 

properties. 

The books are maintained in accordance with the Federal Energy 

Regulatory Commission ("FERC") Uniform System of Accounts and are a 

part of the PSO's fully integrated SAP financial system. SAP is comprised of 

general ledger and reporting, materials management, fixed assets, and 

project modules. PSO's payroll accounting function during the test year 

resided on a Peoplesoft system. As of January I, 2002, the PSO payroll 

system was outsourced to Automated Data Processing ("ADP"). The 

customer billing for AGD is conducted on a recently implemented Orcom 

- 

system. Direct access to all current AGD operating and financial 

information in the SAP, Orcom and ADP systems are available to  the AGD 

personnel. 

Is AGD's accounting integrated with that of the rest of the PSS? 

Yes. Accounting for AGD has been wholly integrated with the accounting on 

a property and sector level. There are no separate accounting systems 

used for the AGD. There is one financial suite, SAP, which incorporates 

data from specialized systems, such as the Orcom billing system used by 

AGD. Subject to certain security provisions, access to the SAP system is 

directly available from both the PSS and the operating divisions such as 

AGD. 
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4DMINISTRATIVE OFFICES/SERVICES PROVIDED 

Please describe the administrative offices that serve the PSS and explain 

the functions performed by each. 

As Citizens' strategic direction has evolved in recent years, different 

administrative offices have assumed different roles. The Stamford 

Administrative Office ("SAO") provides oversight, leadership, and direction 

a t  the overall corporate level. With respect to accounting functions, SA0 

administers the cash management function, corporate consolidation, 

income taxes, and financial reporting. Other than those functions, the SA0 

has little involvement in day-to-day processing of transactions. SA0 also 

provides Human Resource oversight, as well as corporate legal and 

regulatory services. 

The Public Service Organization, located in New Orleans, performs and 

directs virtually all of the accounting functions for the PSS, which includes 

the Citizens' electric and gas properties. Control of the SAP system for the 

PSS resides at  the PSO and is supported by employees of the PSO. The 

PSO maintains and manages the fixed assets system (including overheads), 

depreciation, accounts payable, and payroll, as well as the preparation of 

the annual FERC reports. 

The services provided by the personnel at  the Phoenix Administrative Office 

("PAO") include legal, regulatory affairs, engineering, and administrative 

support. Costs of the PA0 and its personnel are distributed similarly to  

those incurred at other administrative offices earlier identified. Most PA0 

costs are incurred in connection with activities performed on behalf of 

Arizona properties and are so distributed. Such costs are limited to  
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payroll, payroll-related charges, and out-of-pocket expenses. 

Please describe the current process for recording charges to  the NAGD and 

SCGD. 

To establish the validity of costs and to ensure the accuracy and 

integrity of the accounting system, monthly reviews of the balance 

sheet and income statement are conducted. The monthly balance sheet 

review compares the current month balance with those of the prior 

month and with the prior year-end. The monthly income statement 

review contrasts the current month revenue and expense level with 

those reported for the same month during the prior year and with the 

operating budget. AGD personnel investigate variances to explain all 

significant fluctuations month-to-month and year-to-year, as well as 

any unusual recorded items. AGD sends summaries of its review to the 

PSO for further review. If, at  any step in the process, an unintentional 

error is caught, the accounting staff will make an appropriate 

adjustment. During this review, a check is also made to  ensure that 

any costs associated with non-regulated activities are appropriately 

excluded from regulated accounts. 

~ 

Has the Company reviewed its books of accounts and ensured that 

accounting records for all costs to  be paid by Arizona Gas ratepayers are 

kept in conformance with GAAP and the FERC Uniform System of Accounts? 

Yes, we have reviewed our books and records and I can attest that the 

books and records are kept in conformance with GAAP and the FERC 

Uniform System of Accounts. 
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BOTENTIAL SALE OF GAS OPERATIONS 

Please explain Citizens' plans for reorganization as a communications 

corn pa ny . 
Please keep in mind that in discussing Citizens' plan for reorganizing, I am 

constrained by certain rules of the Securities Exchange Commission ("SEC") 

protecting confidential information. The following information has been 

previously disclosed to the public and therefore is permissible to discuss 

under the SEC rules. As noted above, Citizens made a business decision in 

1999 to become solely a communications company. It is Citizens' intent to 

finance telecommunications acquisitions in the long-term through the 

disposition/sale of its interest in the public utilities services (i.e., water, 

wastewater, electric and gas operations). 

- 

Currently, Citizens is attempting to sell all of its non-telecommunications 

properties. It has been successful to date in selling its Louisiana Gas 

property, its Colorado Gas property, and its water/wastewater assets. I n  

2000, Citizens announced the sale of its Arizona and Vermont Electric 

properties, however the sale agreement was terminated in the second 

quarter of 2001. I n  March 2002, Citizens signed an amended and restated 

agreement to sell the Kauai Electric Division; that transaction is expected to 

close by the end of this year. With the sale of Kauai Electric, Citizens will 

have divested approximately 75% of its public service properties. 

Citizens continues to negotiate with potential buyers for the remainder of 

its utility properties, including the AGD. Citizens will keep the Commission 

and Residential Utility Consumer Office appraised of any future 

developments regarding Arizona gas assets. 
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I n  light of Citizens’ express intention to  sell the AGD, how can the 

Commission be assured that the current management will continue to  fund 

the Arizona Gas operations at  the level necessary to  provide reliable energy 

service? 

As President of the PSS, I recognize that Citizens has an obligation to  

provide safe and reliable service to  its customers. I am here to  attest that 

Citizens will continue to honor that responsibility while the gas properties 

are being offered for sale. Furthermore, providing safe and reliable service 

is a prudent business decision - Citizens would not want to  take any action 

or fail to  act in any way that might lessen the value of the property it is - 

trying to sell. 

Are there any other matters you wish to address at  this time? 

It has become apparent that the AGD will continue to incur significant 

expenses that are not addressed in this rate application. Summer 2002 is 

not over yet, and there already have been forest fires in Prescott and 

Nogales areas, as well as the Rodeo-Chediski fire that destroyed hundreds 

of thousands of acres in Arizona‘s White Mountains. All of these areas are 

served by either NAGD or SCGD. 

How do these forest fires affect AGD’s financial positions? 

The Rodeo-Chediski fire illustrates how a natural disaster can affect a 

utility‘s bottom line. The Rodeo-Chediski fire destroyed hundreds of homes 

in NAGD’s service territory, which means that these customers will not be 

using NAGD gas service. I n  turn, this means that the test-year revenues 

stated in the rate filing may not be representative of expected revenues for 
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these parts of AGD. I n  addition, there are significant expenses for 

emergency operations as well as the costs to rebuild and repair damaged or 

destroyed facilities. 

Are these differences in revenues and expenses reflected in the rate filing? 

No. They are not addressed in this rate application. 

Do you have a proposal regarding these forest fires? 

Because Arizona has frequent forest fires during the summer, I do not think 

these fires should be characterized as extraordinary events. I believe it 

would be prudent to have funds set aside in a specific account that would - 

be used only in the event of a disaster, natural or otherwise. While this 

concept has not been fully developed yet, and the full expense of the 

Rodeo-Chediski fire has not been fully calculated at  this time, I would like 

the opportunity to bring a proposal to the Commission in the future. 

Does this conclude your testimony? 

Yes. 
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EXECUTIVE SUMMARY-GARY A. SMITH 

Gary A. Smith is a Vice President of Citizens Communications 

Company ("Citizens") and the General Manager of the Arizona Gas 

Division ('AGD''). I n  his testimony, Mr. Smith presents a profile of the 

AGD, including the geographic areas it serves and the overall 

description of its natural gas system system. 

Mr. Smith explains that the AGD is filing this rate case primarily 

because of the substantial additions to utility plant and equipment to 

serve existing customers and to meet customer growth. The AGD has 

a Is0 incurred increased operating expenses, depreciation and taxes 

that prevent it from earning a fair return on its invested capital. I n  

addition, the AGD is filing this case in response to the Commission's 

directive a t  its September 13, 2001 Open Meeting. 

Mr. Smith testifies about the NAGD Build Out Program. This 

program was implemented in 1994 as a condition of Citizens' 

acquisition of certain Southern Union Gas Company assets and 

certificates of convenience and necessity. Under the Build Out 

Program, as approved by the Commission, the NAGD invested 

substantial capital to extend natural gas service to specified areas in 

which such service was previously unavailable. The program also 

involved reinforcing, repairing and upgrading the existing NAGD 
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I n  his testimony, Mr. Smith also addresses the proposed 

consolidation of the Northern Arizona Gas Division (NAGD) and Santa 

Cruz Gas Division (SCGD) into a single Arizona Gas Division (AGD). 

This consolidation would be effected for regulatory and operating 

purposes, and would create a single standardized set of tariffs for all 

Arizona gas customers. 

One of the benefits of the proposed tariff consolidation is that 

the AGD proposes to expand the NAGD’s CARES low-income discount 

program to SCGD‘s eligible customers. The AGD further proposes to 

increase the CARES discounts to all participating customers. 

Mr. Smith also discusses operational issues such as transfer of a 

high-pressure pipeline in Nogales from Citizens Arizona Electric 

Division to Citizens Arizona Gas Division; the recent move of 

administrative offices to a smaller and less expensive leased facility, 

and the effect of the summer forest fires. 

Finally, Mr. Smith discusses Citizens’ publicly announced 

intention to sell its Arizona gas properties and notes that the AGD will 

continue to provide safe and reliable service to  its customers and will 

continue its ongoing day-to-day operations until such time that the 

AGD is sold. 
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rlTRODUCTlON 

1. 

L. 

2. 

\. 

2. 

L 

1. 
1. 

2. 

4. 

Please state your name and business address. 

My name is Gary A. Smith. My business address is 2901 West Shamrell Blvd., #I I O ,  

Flagstaff, Arizona 86001. 

By whom and in what capacity are you employed? 

I am employed by Citizens Communications Company (“Citizens”) as Vice President 

and General Manager, Arizona Gas Division (“AGD” or ‘Company”). 

What are your duties and responsibilities? 

I am responsible for directing the Arizona operations of Citizens’ natural gas business. 

Our service territory includes the northern third of the state, as well as Santa Cruz 

County in Southern Arizona. My chief responsibilities include oversight of the 

operations, maintenance, construction, and expansion of our gas systems. In 

addition, I have management responsibility for all of AGD, which has approximately 

200 very dedicated employees. 

Please outline your educational background. 

I have a Masters Degree in Information Systems American InterContinental University 

and a Bachelor of Science degree in Civil Engineering from Arizona State University. I 

also have an Associate of Arts Degrees in Fire Science Mesa County Community 

College and Emergency Medical Training from Monroe County Community College. 

Please state your work experience. 

I have 24 years of public utility experience, including 20 years of senior management 

experience. I have been with AGD since August 1, 1998. Prior to my position at 

AGD, I worked at the Arizona Corporation Commission (“Commission”) for I 9  years. 
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During my tenure at the Commission, I served as Chief of Safety (1988-1998) and 

Chief of Pipeline Safety (1 983-1 988). 

What is the purpose of your testimony in this proceeding? 

My testimony will discuss this rate application and provide an overview of AGD and 

the communities that we serve. I will review operation issues, such as relocation of 

the Flagstaff office, transfer of a gas line in Nogales, and the demands of defending 

gas facilities from forest fire. I will also discuss the following: 

The Company’s rationale in consolidating the NAGD and SCGD operations for 

purposes of this rate application; 

0 The significant capital expenditures made since the last rate application and the 

success of NAGD’s Build Out Program. 

The Company’s low-income programs. 

2ITIZENS’ ARIZONA GAS DIVISION 

2. Please describe Citizens’ AGD. 

4. The AGD is comprised of Citizens Northern Arizona Gas Division (“NAGD”) and 

Citizens Santa Cruz Gas Division (“SCGD’’). These Arizona gas operations serve 

customers in two distinct locations: a large geographic area in Northern Arizona, and 

a smaller area in the southern part of the state. These counties comprise 

approximately 50% of Arizona’s geographic area. Citizens’ AGD is the second largest 

and fastest growing gas company in Arizona. Customer growth in 2000 was over 6%, 

which is four times the industry average. During 2001, AGD sold or transported over 

12 billion cubic feet of gas and was one of the lowest cost energy suppliers in the 

state. 
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What is the make-up of AGD’s customers? 

Ninety percent of AGD’s customers are residential and nine percent are commercial, 

with transportation and industrial customers making up the remaining one percent. 

One of NAGD’s more significant industrial customers is Griffith Energy Plant, a 600 

megawatt (“mW) combined-cycle gas turbine electric generation facility in Mohave 

County, which began commercial operation in January 2002. 

What is the term of NAGD’s Agreement with Griffith? 

The Commission approved the special transportation agreement with Griffith in July 

21, 1999, Commission Decision No. 61 835. Under this twenty-year Transportation 

Agreement, NAGD constructed, owns, and operates pipeline facilities that connect the 

Griffith plant to two interstate pipelines, one owned by El Paso Nautural Gas company, 

the other owned by Transwestern Pipeline Company. The total cost to interconnect 

the pipelines was $5.9 million. As compensation for constructing and operating the 

two interconnections, Citizens receives a monthly payment based on levelized 

revenue requirements that reflect the plant investment, operating and maintenance 

expenses, depreciation, property taxes, income taxes, and return on investment, 

which is based on the current return authorized for the NAGD. 

Pursuant to the Commission’s order, the Company must remove all revenues and 

expenses associated with the Griffith contract from test year operating income, as well 

as all plant investments and related amounts from rate base in any future regulatory 

proceedings during the term of the contract. This adjustment has been made in this 

filing, as explained by Company witness Kevin Doherty in his testimony. 
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Please provide more specific information about your operations in Northern Arizona. 

The NAGD operation provides natural gas service to approximately 1 15,000 

customers in portions of Coconino, Mohave, Navajo, and Yavapai counties. This 

service area includes the towns and cities of Flagstaff, Kingman, Prescott, Sedona, 

Show Low, Cottonwood, Clarkdale, Village of Oak Creek, Verde Village, Pinetop- 

Lakeside, and Camp Verde. 

How does that compare with your operations in Southern Arizona? 

The SCGD serves approximately 7,000 customers in Santa Cruz County. Santa Cruz 

County covers approximately 1,200 square miles and is located near the Mexican 

border in the southern part of the state. Communities that SCGD serve include 

Nogales, Tubac, Patagonia, Kino Springs, and Rio Rico. Citizens’ largest customer in 

the area is the Carondolet Holy Cross Hospital. Other commercial customers include 

a medical supply sterilization plant, hotels, restaurants, and schools. 

Can you describe AGD’s distribution system? 

The AGD has approximately 2,300 miles of distribution main lines and 124,000 service 

lines in its current distribution system. Since Citizens acquired the system in 1991, 

AGD has installed approximately 850 miles of distribution main lines and 50,176 

service lines. 

The AGD distribution system is interconnected with two separate interstate pipeline 

systems and AGD operates 30 interconnect points. The delivery pressures are set 

contractually, and range from 200 pressure per square inch gauged (“PSIG”) to 1000 

PSIG. 
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The natural gas industry seems to be so heavily regulated ? Why is that? 

Natural gas is volatile, and can be explosive if not handled correctly. For those 

reasons, there are stringent safety standards with which a gas operator must comply. 

Arizona’s gas operations are required to comply with the federal Natural Gas Pipeline 

Safety Act of 1979; the federal Hazardous Liquid Pipeline Safety Act of 1979; and 

Arizona’s Pipeline Safe statutes, A.R.S. § 40-441 et seq. 

Does Citizens’ Arizona gas facilities meet these safety requirements? 

Yes, in fact in some areas, the Citizens’ safety standard is more stringent that the 

federal standard. 

Can you give an example? 

The distribution system in Arizona is primarily new and well maintained. 

Approximately 54% of the system is steel and the remainder is plastic pipe. AGD has 

an on-going cathodic protection program for its steel distribution system. Cathodic 

protection is a technique to prevent the corrosion of a metal surface by making that 

surface the cathode of an electrochemical cell. As a result, the effect of corrosion has 

been mitigated, substantially reducing the replacement of those systems. In addition, 

AGD has a continual leak survey program and implemented more stringent 

classifications than under the federal safety regulation. This approach has greatly 

reduced the risk of hazard and significantly reduced the unaccounted gas, which is 

reported annually. 

RATE APPLICATION 

Q. 
A. 

When was the last rate increase approved by the Commission for Citizens’ AGD? 

In October 1996, the Commission issued Decision No. 59875, which provided for a 

$2.7 million annual increase in revenues for NAGD. In June 1987, the Commission 
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issued Decision No. 55585, which reduced the annual operating revenues for the 

SCGD operations by approximately $87,000. 

Why is AGD filing a general rate increase application at this time? 

There are two principle reasons for the filing of this rate application at this time. One 

reason is based on a business decision; the other reason for filing at this time is to 

comply with a Commission directive. 

Since the last rate cases for Citizens’ AGD properties, the Company has expended 

significant capital investment funds and incurred significantly increased operating 

expenses. The Company has made substantial additions to utility plant and 

equipment to serve existing customers and to meet customer growth. Both NAGD 

and SCGD’s operating expenses have increased significantly. The increased capital 

and operating costs have exceeded the growth in sales and revenues. The requested 

rate increases are required to recognize the increased investment and operating 

expenses and to provide the Company with a reasonable opportunity to realize a fair 

rate of return. 

The reason for filing this rate case at this time is to comply with the Commission’s 

directive. At the September 2001 Open Meeting, the NAGD sought approval to 

implement an increase in its Purchase Gas Adjustor (“PGA). At that time, the 

Commission directed Citizens to file a rate case for its gas properties. That directive 

was the catalyst for the rate application filing at this time. Company witness, Ray 

Mason, presents a comprehensive overview of Citizens’ application in his testimony. 

- 6 -  



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

Y3 14 

15 

16 

17 

18 

19 

20 

21  

22 

23 

24 

25 

d; 
28 

29 

2. 

4. 

a. 

4. 

Direct Testimony of Gary A. Smith 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

Please describe the significant capital investment made by the Company since the last 

rate cases. 

Since 1996, the Company has expended approximately $113 million on its 

transmission and distribution facilities. Most of this investment has been to upgrade 

and expand and reinforce its natural gas system in a number of communities in both 

Northern and Southern Arizona. 

In addition to the significant increase in rate base, were there other elements that 

contributed to the filing of this rate application? 

Since the last rate cases, there have been increases in operating expenses, 

depreciation, and taxes that have exceeded revenues and sales. 

CONSOLIDATION OF NAGD AND SCGD 

Q. 
4. 

Q. 

A. 

Why is the Company proposing to consolidate its two Arizona gas divisions? 

The case is a consolidated filing for a number of reasons. All Arizona gas facilities are 

maintained and operated by the Arizona Gas Division employees, and all gas 

operations costs are funded by the same Arizona Gas Division budget. The proposed 

tariffs that are being filed with this case will be standardized for the Northern Arizona 

and Santa Cruz operation - which will make administration and management of the 

tariffs more efficient and effective. In addition, the Low Income Programs would be 

extended to Santa Cruz Gas Division customers. 

Did standardizing the tariffs result in any significant changes to the tariffs? 

The services, terms, and conditions for most customers will not change significantly. 

However, because Citizens is proposing that the gas properties be consolidated, the 

services, terms, and conditions for customers located in SCGD would be identical to 

those applicable to customers in the NAGD. A more detailed explanation of the 

- 7 -  



l 

2 

3 

4 

5 

6 

7 

8 

9 

IO 
I1 

12 

.:: 
15 

16 

17 

18 

I9 
20 

2 1  

22 

23 

24 

25 

6; 
28 

29 

Direct Testimony of Gary A. Smith 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

changes proposed in the rates and tariffs is contained in the testimony of Company 

witness James Harrison. 

BUILD OUT PROGRAM 

Q. 

A. 

Q. 

A. 

What was the catalyst for Citizens to make significant capital investment to extend 

natural gas service? 

The Commission approved Citizens’ acquisition of the assets and certificates of 

convenience and necessity of Southern Union Company in December 1991. Those 

assets and certificates now comprise Citizens’ NAGD. A key element of the approval 

was the requirement that Citizens provide the Commission with a long-term plan, of at 

least five years duration, for the expansion of natural gas service into certain 

previously unserved portions of the acquired certificated areas. 

The objective of the “Build Out Program” was two-fold; first, to reinforce certain 

facilities purchased from Southern Union Gas that did not have adequate capacity to 

maintain service in all weather conditions; and second, to expand the delivery systems 

in order to serve a number of communities that desired natural gas service. 

Citizens developed a comprehensive plan to invest substantial additional capital to 

extend natural gas service to the public in areas in NAGD’s service territory that were 

not being served. The Company submitted its proposed Build Out Program to the 

Commission for approval in July 1993. The Commission reviewed and approved the 

Build Out Program in Decision No. 57647, which was issued in June 1994. 

Please describe the NAGD’s Build Out Program. 

As part of the Build Out Program, specific areas where natural gas service was not 

available were targeted for expansion. To ensure that the new customers carried the 
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cost of the new facilities, the new customers in communities where service was 

extended paid a surcharge known as the “New Service Area Multiplier” (‘‘NSAM’’) 

rate. The NSAM was equal to 150% of the applicable sales rate schedule on which a 

customer would otherwise be placed. 

What was included in the Build Out Program? 

The Build Out Program included the reinforcement of the existing infrastructure, as 

well as the necessary expenditures for pipeline mains and service lines to extend 

natural gas service to homes and businesses in portions of the NAGD’s service area 

that did not have natural gas service. Maintenance and repair of the overall system 

added to the reinforcement efforts. The required expenditures more than doubled 

NAGD’s investment in gas plant facilities in northern Arizona. 

Can you describe what the reinforcement effort of the Build Out Program entailed? 

Yes. The Build Out Program plan contemplated that the natural gas system that was 

in-service at that time would be reinforced. These reinforcements were intended to 

make better service available to the current customer base and at the same time 

provide capacity for the new customer base. The Company intended to accommodate 

customer growth both in the Build Out areas and through expansion of the distribution 

system that was already in place. 

A good example of NAGD’s reinforcement effort is the twelve miles of new pipeline 

from the Cottonwood Station, which traversed across the desert for approximately 

eight miles before reaching the Village of Oak Creek where it provided natural gas 

service. This project began by reinforcing the El Paso supply line that served the 

Cottonwood distribution system. Clearly, reinforcement of the existing system 
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benefited current customers and also supported the expansion of NAGD’s natural gas 

system. 

It’s clear that the Build Out Program took longer than the initial five-year plan. Why? 

There are several reasons the Build Out Plan took longer than originally anticipated. 

The level of complexity and difficulty in acquiring permits and easements required 

more time than had been expected. Also, the level of environmental mitigation 

measures required by the various federal, state, county, city-permitting agencies, and 

by private property owners were far greater than originally contemplated. It took 

longer than originally expected as a result of delays in obtaining construction permits 

and rights-of-way from the U.S. Forest Service, the State of Arizona, and private 

landowners. In addition, the demand for new natural gas service connections in and 

around existing Citizens’ facilities were considerable and exceeded the Company’s 

forecasts. 

The AGD had not anticipated the number of requests for services in other “non- 

NSAM” areas and those requests proved a challenge for the Company, as well as its 

contractor’s work force. For every one NSAM customer added, over six non-NSAM 

customers were added during the period that the AGD was implementing the Build 

Out Program. 

What is the status of the Build Out Program? 

The Commission reaffirmed the continuation of NSAM premiums in 1996, Decision 

No. 59875. The project was completed on December 31,2001. 

Is the Company still collecting the NSAM rates? 

No, the NSAM was discontinued December 31, 2001, in conjunction with the 
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completion of the Build Out Program. A notification of such termination was filed with 

the Commission’s Director of Utilities. NSAM premiums billed to customers have been 

removed by a proforma adjustment from test year revenues in this rate case. This 

adjustment is reflected in Mr. Kevin Doherty’s testimony. 

Was the Build Out Program successful? 

Yes, very much so. The Company believes it met both of its original objectives: I )  to 

reinforce certain facilities purchased from Southern Union Gas that did not have 

adequate capacity to maintain service in all weather conditions; and 2) to expand the 

delivery systems in order to serve a number of communities that desired natural gas 

service. The AGD has significantly improved system reliability and expanded gas 

service to nine communities not previously served. In addition, NAGD has added 

approximately 42,000 new customers. 

Where can more specific information regarding the Build Out be found? 

As can be expected, a major expansion project in several areas of the state is a 

significant undertaking. Citizens filed a detailed Build Out Report with the Commission 

in October 2001. That report, Exhibit GAS-I, is in a separate notebook, Volume 8 of 

this filing. 

INCOME PROGRAMS 

Please describe the low-income programs that the Company currently sponsors. 

Currently, there are two low-income programs available for customers in Northern 

Arizona, the CARES program and the Warm Spirit program. 
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What is the CARES Program? 

The Citizens Assistance Residential Energy Support or “CARES” program provides 

financial assistance to certain residential customers to help them pay their gas bills. In 

cooperation with the Arizona Department of Economic Security, qualifying customers 

are entitled to prescribed discounts on their bills for gas service. 

How does the Warm Spirit Program assist low income customers? 

For several years the NAGD has had a “Warm Spirit Program”. This was created to 

permit existing customers to voluntarily contribute to a fund established for the 

purpose of assisting low-income customers with the payment of their gas bills. 

Amounts collected are to be directed to designated non-profit agencies for disbursal in 

the various communities served. 

Please explain the proposed changes to the low-income CARES rates. 

The present CARES rate offers a 15% discount to low-income customers with 

incomes less than 150% of the poverty level. The discount is given to the first 100 

therms of usage in the five winter months of November to March. The CARES 

Medical program increases the discount to 20% for eligible low-income customers. 

The proposed CARES program combines the two programs into one offering - a 20% 

discount for the first 100 therms of usage in six winter months including April. The rate 

is stated as a flat $0.15 per therm discount to eligible consumption rather than as a 

percentage discount. In this manner, a customer’s annual discount can be estimated 

without estimating future gas prices. 

Will the Company’s low-income program be affected by the consolidation? 

One of the expected benefits of the proposed consolidation of the tariffs will be the 

expansion of the CARES low-income discount program to eligible customers in Santa 

Cruz County. 
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TRANSFER OF HIGH PRESSURE PIPELINE IN NOGALES 

9. 

4. 

Q. 
A. 

Does the AGD own all the Company's gas facilities in the state? 

The AGD currently owns all the gas facilities. Previously Citizens Santa Cruz 

Electric owned three miles of six-inch high-pressure natural gas pipeline that fed into 

its generating turbines at the Valencia Power Plant in Nogales, Arizona. Santa Cruz 

Electric has recently conveyed these gas facilities and the associated land and land 

rights to SCGD. 

Why did the Arizona Electric Division transfer this asset to SCGD? 

Citizens has made a business decision to transfer the gas facilities to the SCGD so all 

gas operations are under the entity that has the knowledge and experience to operate 

a natural gas pipeline and remain in compliance with stringent safety requirements. 

As part of that conveyance, SCGD has assumed all obligations imposed by state or 

federal regulatory authorities related to the ownership of the gas facilities. SCGD will 

also be responsible for all federal, state, county, municipalities, foreign or other taxing 

jurisdiction sales, property, use, transfer, gross receipts, consumer levy, privilege or 

similar taxes, duties or governmental charges. 

Citizens has made the appropriate accounting adjustments to reflect the transfer to 

SCGD from the Arizona Electric Division, as discussed by Company witness Kevin 

Doherty in his testimony. 

OFFICE FACILITIES 

Q. 

A. 

Did the administrative staff in Flagstaff move to a new office? 

In June 2002, the administrative personnel for Citizens' AGD Operations relocated 

from its office building on Yale Street in Flagstaff, to less expensive leased facilities 

located near the Flagstaff municipal airport. The new headquarters for Northern 
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Arizona Gas, located in the Airport Industrial Park, is smaller and less costly than the 

previously occupied building on Yale Street. The move reflects a Company decision 

intended to cut costs and keep ratepayers rates as low as possible. 

Why did the Company move from the Yale Street Building? 

The Yale Street Building had served as the regional headquarters for Citizens’ gas, 

electric, and water operations for several years. However, Citizens has divested itself 

of the water and wastewater properties, and many of its gas properties outside 

Arizona. The result was that the Yale Street Building had many empty offices, which 

were neither “used” nor “useful”. 

Has the effect of the move from the Yale Street building been reflected in the 

Company’s rate application? 

As explained in the testimony of Company witness Kevin Doherty, the net book value 

of the Yale Street office building has been removed from the respective plant 

accounts. Correspondingly, an amount equivalent to the annual lease payments 

associated with the newly occupied property has been included in test year operating 

expenses. 

ARIZONA’S SUMMER FOREST FIRES 

Q. Have AGD’s service territories been affected by the forest fires that have broken out 

through-out the state this summer? 

A. Yes, our operations have been significantly affected by forest fires. The summer of 

2002 is not yet over, and the AGD has already experienced forest fires in Nogales, 

Prescott, and in the White Mountains, where Arizona’s worst forest fire, the Rodeo- 

Chediski fire, raged through our service areas for almost two weeks. 
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How did the Arizona gas operations respond to the Rodeo-Chediski fire? 

The fire began on Tuesday, June 18th. For the AGD, there were critical safety 

concerns because of the volatility of natural gas, and its explosive nature when 

exposed to fire. Citizens Gas personnel devised strategic plans on how to isolate the 

area and valve off segments of the gas main. The town of Show Law remained on 

alert for evacuation for a number of days. When commercial activities were shut 

down in Show Low, gas operations set up a command center in Taylor. Citizens 

employees - management, technicians, field operations, information technology and 

administrative personnel - gave full support to the company’s needs. 

For gas operations, with the fire approaching very quickly, all personnel were required 

to wear Nomex clothing, carry radios and work on the “buddy-system” in the field. 

Field personnel were assigned to inspect all above ground facilities and regulator 

stations in the affected areas. Records and all essential operating and customer 

service data were loaded into evacuation vehicles. 

On Saturday, June 22nd, the fire made a rapid advance towards Show Low. By 7:OO 

p.m. that night, the town was ordered to evacuate. Gas field personnel were directed 

to isolate the west side of Show Low at 751 p.m. The valves were shut off, and 

approximately 800 customer residences were affected. Personnel were then 

reassigned to the next phase in the isolation plan. 

The following day, teams were set in motion to recover equipment, coordinate fire 

support, and to protect the company facilities. Gas management personnel had sand 

brought in to bury certain above ground gas facilities and operating pressures at 

certain facilities were lowered. Navopache Regional Medical Center Hospital was the 

only emergency medical facility in the area, and depended on the natural gas service 
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for many essential services. Plans were made to keep the gas on to the hospital as 

long as possible. 

How did the gas operations personnel handle the re-entry of residents into Show Low? 

ByWednesday, June 25'h, it appeared that the fire would not advance into Show Low. 

Gas operations personnel began to restore the system facilities and patrols were sent 

out to monitor the areas. On Saturday, June 28th, the evacuation for Show Low and 

Pinetop/Lakeside was lifted. The gas operations crews were waiting in the affected 

areas as residents arrived and began re-lighting pilot lights, so the natural gas could 

flow into their homes. By July 9, 2002 almost every customer of the 1,200 in that 

region had gas service restored 

What was the financial impact of the fire on the AGD? 

The full financial impact has not yet been fully realized. The Company spent 

thousands of dollars to provide supplies to the crews who were working to protect our 

gas facilities within the fire's grasp. Replacement of facilities, payment of overtime, 

and relocation from the Show Low offices were unplanned expenses. In addition, 

hundreds of homes were destroyed. It is simply too early to determine the full extent 

of the financial impact. Suffice it to say that the impact is significant. 

What were the "lessons learned" from the Rodeo-Chediski fire? 

All in all, Citizens worked to protect life and safety first, and then property. Citizens' 

employees logged in a total of 2,525 extra hours to assist their customers and 

neighbors in these communities. It has become painfully clear to us that forest fires in 

rural Arizona are almost expected during our dry summers, and the devastation can 

be indescribable. We are aware that during the Rodeo-Chediski fire we had time to 

plan, but that may not always be the case. As a result, we are developing an 
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emergency management plan that will address the necessary steps to take, so that 

we will be prepared to avoid disaster. 

STATUS OF PUBLIC SERVICE ORGANIZATION ASSET SALES 

a. 

i. 

1. 
4. 

2. 
4. 

A few years ago, Citizens announced that it intended to sell all of its public service 

companies to fund telecommunications acquisitions. Are the AGD properties still for 

sale? 

Yes. 

How does the potential sale of the AGD effect the day-to-day operations? 

A possible sale of Citizens’ Arizona gas properties at some future date does not affect 

the Company’s day-to-day operations. The Company recognizes that it has the 

obligation to provide safe and reliable service to all of its customers, and it will 

continue to do so. This rate filing represents a business-as-usual practice. The 

requested increase in rates is long overdue. The Commission must approve all utility 

system sales in Arizona, and historically the provision of safe, reliable service has 

been a key element in that decision-making process. 

Does this complete your direct testimony in this proceeding? 

Yes, it does. 
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EXECUTIVE SUMMARY - RAYMOND J. MASON 

Raymond Mason is the Director of Corporate Regulatory Affairs for 

Citizens Communications Company ("Citizens"). Mr. Mason is testifying on 

certain rate base and operating expense components. I n  addition, he is 

sponsoring several schedules prescribed by the Arizona Corporation 

Commission's ("Commission") standard filing requirements. 

First, Mr. Mason presents the general financial statements that are 

included as part of the standard filing requirements. These schedules 

provide summary results of operations (revenues, expenses and operating 

income), construction expenditures, and changes in financial position for 

prior historical years, the test year, and year 2000. 

With respect to  rate base, Mr. Mason describes how Citizens has 

calculated the fair value rate base using reconstruction costs for new plant, 

as required by the Arizona Constitution. Mr. Mason explains that the Arizona 

Gas Division ("AGD") is not seeking recovery of any rate base or 

depreciation costs associated with common plant in any of Citizens 

administrative offices. I n  his testimony, Mr. Mason describes the terms of 

the Settlement Agreement relating to procedures for calculating the 

Allowance for Funds Used During Construction ("AFUDC") that was approved 

by the Commission. (Citizens' witness Kevin Doherty presents the actual 

AFUDC adjustment, which reduces rate base and AGD's revenue 

requirement.) 

Also with respect to rate base, Mr. Mason calculates the allowance for 

working capital. Working capital is the invested capital in excess of net 

utility plant and materials and supplies that the AGD must have available to  

conduct its day-to-day operations. Mr. Mason also presents the rate base 

component relating to low income residential assistance programs. This 
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component relates to  the special balance sheet account for tracking program 

costs that the Northern Arizona Gas Division (“NAGD”) established after the 

last rate case. 

Additionally, Mr. Mason testifies to several operating expense items. 

He presents the AGD‘s proposed salaries and wages. Another expense that 

Mr. Mason presents is the AGD‘s regulatory, miscellaneous and per diem 

expenses. This category includes a portion of current rate case costs and a 

portion of costs from the NAGD’s Build Out Program case that the 

Commission previously approved. 

property insurance, injuries, and damages expenses relating to  liability 

insurance and worker’s compensation. I n  addition, he sponsors testimony 

relating to  welfare and pensions expense including medical and dental 

benefits, disability insurance, life insurance, and retirement benefits. For all 

of these expense categories, Mr. Mason explains how he calculates the 

AGD’s allocated portion based on Citizens‘ total company costs. 

some of Citizens‘ administrative offices, specifically, the Stamford 

Administrative Office, the Public Services Organization, and the office located 

in Rochester, New York. He calculates the allocated portion of expenses for 

which recovery is requested in this case, and demonstrates why that level of 

expense is reasonable. Further, Mr. Mason explains the amortization of the 

test year portion of low income residential assistance program costs as well 

as costs associated with proposed changes to  those programs, which are 

discussed in Company witness Smith’s testimony. 

I n  accordance with the Commission’s standard filing requirements, Mr. 

Mason sponsors schedules showing the cost of long-term debt and preferred 

Mr. Mason presents testimony regarding insurance expenses including 

Mr. Mason describes the services that AGD customers receive from 

2 
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stock. He presents projections and forecasts of financial statements for year 

2000 and of construction expenditures for years 2002-04. 

3 
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:NTRODUCTION 

Please state your name. 

My name is Raymond J .  Mason. 

By whom and in what capacity are you employed? 

I am employed by Citizens Communications Company ("Citizens") and its 

subsidiaries as Director, Corporate Regulatory Affairs. This includes both 

the Northern Arizona Gas Division ("NAGDI') and the Santa Cruz Gas 

Division ("SCGD") that are identified as the Arizona Gas Division ("AGD" or 

the "Company") for this combined rate case application. 

Please state your business address. 

My business address is 3 High Ridge Park, Stamford, Connecticut 06905. 

What are your duties and responsibilities in your current position? 

As Director of Corporate Regulatory Affairs, I am involved in a wide range 

of issues that affect numerous items that arise in Citizens' regulatory 

proceedings. Among other duties, I am responsible for the preparation, 

review, and presentation of the allocation of corporate costs to the 

operating units of Citizens, including the NAGD and SCGD. I am 

responsible for the development of Citizens' positions regarding the 

allocation of common costs and recovery of those costs in regulatory 

proceedings. I n  addition, I oversee the preparation of depreciation studies 

and have testified concerning capital recovery before state and federal 

regula tory corn missions. 
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Please describe your education, training and other experience 

I graduated from the University of Connecticut with a Bachelor of Science 

degree in Accounting and a Bachelor of Arts Degree in Economics. I also 

have an Associates Degree in Computer Programming. Since joining 

Citizens, I have attended numerous seminars in the fields of capital 

recovery and public utility ratemaking. I have attended and appeared as a 

panelist in conferences concerning state and federal regulatory issues. I n  

addition, I have prepared, directed and reviewed depreciation studies for 

many of Citizens' operating divisions and subsidiaries. 

I have presented testimony on behalf of Citizens in the states of Arizona, 

California, Hawaii, Ohio, Illinois, Louisiana, New York, Nevada, 

Pennsylvania, West Virginia, and Vermont. My testimony addressed areas 

of the rate base and the income statement, including employee benefits, 

executive compensation, property insurance, property liability and personal 

da mag es , i n cen tive compensation , a n d depreciation. 

- 

Please describe your employment history with Citizens. 

I joined Citizens in May of 1988, as Senior Financial Tax Accountant, with 

responsibility for financial tax accounting as it relates to tax depreciation, 

deferred income taxes, reconciliation between financial and tax accounting, 

and related consolidation entries. I n  September of 1989, I was promoted 

to Supervisor of Capital Recovery and Plant Analysis, where I focused on 

book depreciation, Industrial Development Revenue Bond ("IDRB") 

financing, and Allowance for Funds Used During Construction ("AFUDC") 

accounting. I was promoted to Manager of Corporate Regulatory Affairs in 

June of 1993 and to my current position in July of 1994. 
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What is the purpose of your testimony in this proceeding? 

I will present direct testimony on: 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

e 

General Description of the Contents of the Application 

Tes ti m on y Res pon si b i I it ies 

Summary of Financial Statements ("A" Schedules) 

Net Common Plant Allocation 

Reconstruction Cost New ("RCN") Rate Base Calculation 

Methodology 

AFUDC Calculation Compliance 

Computation of Working Capital (Schedule 6-6) 

CARES Program (Schedule 6-11) 

Salaries and Wages (Schedule C-2, Adjustment B) 

Regulatory, Miscellaneous and Per Diem (Schedule C-2, 

Adjustment D) 

Insurance Expense (Schedule C-2, Adjustment E) 

Injuries and Damages Expenses (Schedule C-2, Adjustment F) 

Welfare and Pension Benefits Expenses (Schedule C-2, 

Adjustment G) 

Stamford Administrative Office ("SAO") Expense (Schedule C-2. 

Adjustment L) 

Public Service Organization ("PSO") Expenses (Schedule C-2, 

Adjustment L) 
LAN - WAN - Email Services ("LWES") Expense (Schedule C-2. 

Adjustment L) 

CARES Discount and Expense (Schedule C-2, Adjustment Q) 

Cost of Debt and Preferred Stock ("D" Schedules) 

Projections and Forecasts ("F" Schedules) 
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N E R V I E W  OF APPLICATION 

2 9  

1. 

Q 
A. 

Please describe the contents of the filing. 

The application is made in accordance with the requirements of Arizona 

Administrative Code Section R14-2-103. Data for the NAGD and SCGD is 
filed on a combined AGD basis. This filing is organized into nine sections: 

Section A contains summary financial statements. 

Section B includes the required rate base schedules. 

Section C includes test period operating revenues and expenses 

schedules with related adjustments. 

Section D contains schedules presenting capital structure and the 

costs of capital. 

Section E includes schedules containing historical financial 

information. 

Section F reflects forecasted financial information. 

Section G contains the customer class cost of service study. 

Section H includes test year revenue and sales data and the proposed 

tariffs reflected the rate increases being sought. 

Section I of the application includes the working papers prepared in 

support of the filing. 

These schedules were filed as part of this rate application and are found in 

their own bound volume. 

What test year is reflected in the Company’s filing? 

The application reflects a historical test year ended December 31, 2001, 

normalized and adjusted for certain known and measurable changes in 

prices and rates that have occurred through June 30, 2002, and an end-of- 
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period rate base, presented on both a net original cost and depreciated 

reproduction cost basis. 

What is the amount of the requested annual increase in gross revenues? 

The requested increase in annual revenues is $21,005,522, or 28.93 

percent. 

When were the most recent rate cases for the NAGD and the SCGD? 

On October 29, 1996, the Arizona Corporation Commission (“Commission”) 

issued Decision No. 59875, approving a settlement agreement between the 

NAGD and the parties to the case. The Decision approved a $2.7 million 

annual increase in revenues. The twelve-month test year ended on June 

30, 1995. 

- -  

The last rate order for the SCGD was Commission Decision No. 55585, 

issued on June 3, 1987, providing for an $86,824 reduction in annual 

operating revenues. The test year used in that proceeding was the twelve 

months ended June 30, 1985. 

TESTIMONY RESPONSIBILITIES 

Q. 

A. 

Please identify the other witnesses filing direct testimony in support of the 

Company’s application and their respective issue areas. 

The other witnesses filing direct testimony are: 

0 Mr. Kenneth Cohen, President and Chief Operating Officer of the Public 

Service Sector (“PSS”) (and the Vice President and Controller of the PSS 

during the test year) will testify on the need for rate relief, the 

consolidated filing of the Arizona gas properties, the accounting systems 
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and procedures used by the PSS, corporate policy, and the status of 

Citizens' plans for divesting its public services properties. 

0 Mr. Gary Smith, the Vice President and General Manager of the Arizona 

Gas Division, will testify on the Arizona Gas operations and service 

territories, the need for rate relief, the recently completed NAGD Build- 

Out Program, budgeted capital expenditures and operating results 

underlying the projected financial data reflected in the filing, the 

consolidation of the two Arizona gas operations for ratemaking and 

operational purposes, the sale of the Yale Street office building, 

programs benefiting low income customers, and the transfer of a gas 

line from the Santa Cruz Electric Division to the SCGD; and the 

increased requirements and safety standards a t  both federal and state 

level. 

0 Mr. Kevin Doherty, Regulatory Manager for Citizens Communications 

Company, will testify on all of the rate base components (except working 

capital and accumulated deferred income taxes) including plant-related 

items, contributions and advances in aid of construction, gains on sale of 

utility property, customer deposits, and yet-to-be disbursed amounts 

collected under the Company's Warm Spirit Program. Mr. Doherty's 

testimony also addresses the income statement and summary of pro 

forma adjustments, certain revenue adjustments, certain expense 

adjustments relating to uncollectible expenses, depreciation, lease 

expenses, gains on sale, Y2K expenses, and postage expenses. He will 

present the Gross Revenue Conversion Factor. I n  addition, Mr. Doherty 

is sponsoring the Section E schedules containing recorded historical 

financial and statistical data for the test year and two preceding calendar 

yea rs. 
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Mr. Anthony Apuzzo, Director of Tax and Actuarial Compliance for 

Citizens Communications Company, will testify on the balance of 

Accumulated Deferred Income Taxes deducted from rate base. He will 

also testify to certain operating expense items relating to taxes other 

than income taxes, an adjustment pertaining to prior period tax refunds, 

and Federal and State income taxes. 

Dr. Ronald White, Executive Vice President and Senior Consultant of 

Foster Associates, Inc., will testify in support of proposed new book 

depreciation rates. 

Mr. Robert Rosenberg, Principal of Edgewood Consulting Inc., will testify 

about the cost of capital and appropriate capital structure. He is 

sponsoring certain schedules contained in Section D of the Company’s 

application. 

Mr. John Cogan, Managing Member of The Johnco Group, LLC, will testify 

regarding proposed changes to the Company’s Transportation of 

Customer-Secured Gas tariff, the AGD’s Negotiated Sales Program, and 

the Company’s base cost of gas. 

Mr. James Harrison, Vice President of Management Applications 

Consulting, Inc., will testify regarding annualized and weather- 

normalized customer revenues. He will also explain the fully-allocated, 

embedded customer class cost of service study and his proposed new 

tariffs, as presented in Sections G and H, respectively. 

- 
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iUMMARY OF FINANCIAL STATEMENTS 

Please describe Schedule A-1  contained in Section A of the Company’s 

application . 
Schedule A-1 presents the calculation of the increase in gross annual 

revenues required by the AGD based on the test year ended December 31, 

2001. This schedule shows the rate of return on the fair value rate base a t  

present rates. It compares the adjusted test year operating income with 

the required operating income, computed as the product of the end-of-test- 

year rate base and the requested rate of return. The resulting operating 

income deficiency is then converted to  the equivalent annual increase in 

revenues by using the Gross Revenue Conversion Factor. 
_ -  

Please describe Schedule A-2. 

Schedule A-2 is the Summary Results of Operation. Gross revenues, 

operating revenue deductions and operating income are shown for the 

twelve months ended December 31, 1999, December 31, 2000, and for the 

test year ended December 31, 2001, as recorded. The test year data are 

shown a t  present and proposed revenue levels. This information is also 

presented for the projected year 2002, calculated a t  present and proposed 

rates. 

What is shown on Schedule A-3? 

Schedule A-3 is a Summary of Capital Structure, based on Citizens’ actual 

capital structure and the calculation of fair value rate base using an equal 

weighting of fifty percent for the reproduction costs and original cost 

components. 

- 8 -  
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What information is provided on Schedule A-4? 

Schedule A-4 presents information concerning the construction 

expenditures, net plant placed in service and gross utility plant in service 

for the twelve months ended December 31, 1999 and 2000, and the test 

year ended December 31, 2001. I n  addition, construction expenditures, 

net plant placed in service and gross utility plant in service are projected 

for the years 2002, 2003 and 2004. 

Please describe Schedule A-5 of the Company’s application. 

Schedule A-5 is a Summary of Changes in Financial Position. This 

information is shown for the twelve months ended December 31, 1999, and- 

December 31, 2000, and for the test year ended December 31, 2001, as 

recorded. The December 31, 2002, projected data is shown at present and 

proposed revenue levels. 

VET COMMON PLANT ALLOCATION 

Has the AGD included a portion of the net common plant for SAO, PSO, 

LWES or the Phoenix Administrative Office in its request for new rates in 

this proceeding? 

No. For this rate proceeding, Citizens has chosen to not seek recognition in 

rate base (or associated expenses) of the portion of net common plant 

from these administrative offices relating to the services provided to AGD. 

As a result, net common plant is not reflected in the plant, accumulated 

depreciation, or accumulated deferred income taxes components of rate 

base. 

-’ g 
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I s  this consistent with previous Citizens rate applications and approved 

Commission treatment? 

No, it is not. Historically, Citizens has sought and received recovery of a 

portion of net common plant allocated to the operation under consideration 

in rate proceedings brought before this Commission. Citizens has chosen 

to  exclude these items from consideration for this rate application in an 

effort to narrow the focus on the key components of the requested rate 

increase. Instead, this rate application focuses on the capital investment in 

plant to extend natural gas facilities to unserved areas and to maintain and 

improve its existing facilities. 
- 

What is the nature of this common plant for these administrative offices? 

This plant includes office furniture, computers and office equipment that 

are used in an administrative office for the administrative office personnel 

to perform their services to operating properties. 

How was the net common plant allocated in previous rate proceedings in 

this jurisdiction? 

It was allocated using the four-factor allocation, described in my discussion 

of SA0 costs below. 

Does Citizens agree, by making this adjustment in this filing, that these 

items should not be included in rate base or expenses for ratemaking 

purposes? 

No it does not. Citizens has been and continues to be of the opinion that 

net common plant should be included and, correspondingly, should be 
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recovered in rates. These plant assets are necessary and appropriate and 

are neither extraordinary nor excessive for a typical utility office. 

Why then is Citizens voluntarily making this adjustment? 

The adjustment is offered in an attempt by Citizens to remove from 

contention items that have a lesser impact on rates, but have in the past 

required a significant expenditure of human, financial and other resources 

to  support, By eliminating issues, the customers, Citizens, and all parties 

involved will benefit from this approach. 

-- 
Does the inclusion of this adjustment mean that Citizens intends to forgo 

recovery of such plant items in future rate filings? 

Absolutely not. The adjustment being offered here regarding the net 

common plant for the identified administrative offices is unique to this 

filing. I t  is not meant to waive Citizens’ right to include net common plant 

in any future rate applications in this or any other jurisdiction. Citizens in 

no way intends to establish any precedent for future filings with respect to  

the treatment of these plant items. 

Has the Company reflected the common plant adjustment made to  rate 

base components in its depreciation expense calculation? 

Yes, it has. Consistent with the elimination of common plant allocations in 

rate base, the AGD has excluded depreciation expense for the amounts 

associated with that plant from this case. 
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XECONSTRUCTION COST NEW RATE BASE 

What is the total adjusted reconstruction cost new less depreciation rate 

base (“RCN”) for the combined AGD at test year-end? 

The total adjusted RCN rate base for AGD is $189,987,155. As Mr. Doherty 

explains, Schedule 8-4 summarizes the recorded utility plant in service and 

accumulated depreciation using RCN values. Schedule B-5 lists the original 

cost and trended RCN value for AGD by each plant account. The original 

cost for contributions in aid of construction (“CIAC”), advances in aid of 

construction and the amortization of CIAC have been trended for inclusion 

in this RCN rate base calculation. 
- 1  

What trending indices are used in establishing the trended RCN values? 

The Handy-Whitman Indices for Gas Utility Construction, Plateau Region, 

were used for other production plant, transmission and distribution plant, 

as well as structures and improvements. For general plant, the Producer 

Price Index was used. 

Have these indices been used in prior rate applications for this and other 

Citizens’ operations before the Commission? 

Yes. They were used for the two previous NAGD cases and in all other 

recent Citizens’ rate cases for determining the RCN values. 

How is the RCN plant amount calculated? 

The base established for a vintage asset of specific plant account is divided 

by the corresponding Handy-Whitman valuation index. The result is a 

trend factor that is multiplied by the original cost of the vintage asset, 

- 12 - 
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producing the trended cost consistent with reconstruction cost for that 

plant new. 

Are there elements to the RCN rate base that are not trended? 

Yes, there are. A detail summary of all the components are found in 

column 2 of Schedule B-I .  

Does the proposed RCN rate base reflect all adjustments ordered in 

Decision No. 58664 for Original Cost Rate Base ("OCRB") by the 

Commission? 

Yes, it does. 

AFUDC CALCULATION COMPLIANCE 

9- 
4. 

Q. 
A. 

- -  

Please explain the basis for your testimony relating to AFUDC. 

I n  conjunction with Docket Nos. E-1032A-94-0139, et. al, Citizens filed a 

Joint Application for an Order Approving the Accounting Method used to 

Record an AFUDC. The application sought approval from the Commission 

of the accounting method used to record an allowance for funds used 

during construction on IDRBs. As a result of those and related 

proceedings, Citizens, Staff, and the Residential Utility Consumers Office 

("RUCO") reached a Settlement Agreement, which the Commission adopted 

in Decision No. 61848, dated July 21, 1999. A copy of that Decision has 

been provided as Exhibit RIM-01, pages 1-14. 

What were the terms of the Settlement Agreement? 

Citizens agreed to use the procedures outlined in the Settlement 

Agreement for the calculation of AFUDC and for AFUDC in connection with 
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the Federal Energy Regulatory Commission's Release Number 13 ('AR-13 

AFUDC") for all of its Arizona utility operations. The Settlement Agreement 

outlined a ten-step process, with relevant characteristics, for each of the 

areas/properties identified within the Settlement Agreement. Other 

procedures for calculating AFUDC in subsequent years described in the 

Settlement Agreement included: 

0 Use of a budgeted rate for the ten months of the following year 

(p. 6, line 10-12); 

Preparation of an initial "true-up" calculation to  be used for the 

months of November and December (p. 6, line 13-16); and 

Performing a final true-up for the previous year by June of each 

successive year (p. 6, line 18-19). 

0 

a 

Additionally, the parties agreed that if the difference between the initial 

true-up AFUDC and the final AFUDC rate were more than 25 basis points, 

Citizens would make an adjustment to  the financing costs in the final true- 

up year. I f  the difference were 25 basis points or fewer, no adjustment 

would be made. 

Did the Settlement Agreement address details of the mechanics of the 

calculation that are exclusive to  AR-I3 AFUDC? 

Yes, it did. The Settlement Agreement provided specific procedures to  be 

used in calculating AR-13 AFUDC. I n  the copy of Decision No. 61848 

provided as Exhibit RIM-01, pages 1-15, these specific procedures can be 

referenced. 
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Were there any other conditions in the Settlement Agreement directly 

pertinent to  this rate application? 

Yes. Citizens agreed that it would provide the Commission, in each of its 

future rate cases, a comparative calculation showing the AFUDC rates and 

overall rate of return using short-term debt, as part of the long-term debt 

component, as compared with using short-term debt as part of the AFUDC 

calculation. 

Has Citizens made such a comparative calculation available for this rate 

proceeding ? 

Yes it has. Exhibit RIM-01, page 16, provides the required comparison. 

Has compliance with this Decision No. 61848 been reflected in this rate 

application? 

Yes. Citizens has exceeded the 25 basis points threshold difference 

between the initial true-up and the final true-up. Correspondingly, it is 

necessary for an adjustment to  be made to  the plant basis to  reflect the 

terms of the Settlement Agreement. Mr. Doherty is sponsoring the 

calculation and proposed rate base adjustment associated with the AR-13 

AFUDC. 

COMPUTATION OF WORKING CAPITAL 

Q. Please describe Schedule B-6. 

A. Schedule B-6 summarizes the allowance for working capital requested by 

the Company in this proceeding. Working capital is a measure of investor 

funding for daily operating expenditures and non-plant investments that are 
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needed to support ongoing operations. This Schedule consists of three 

pages, labeled Schedule B-6, Schedule B-6A and Schedule B-6B. 

Please explain how working capital requirement on Schedule 8-6 was 

determined? 

The working capital requirement was determined through a lead/lag study, 

as required by the Commission for Class A gas utilities the size of AGD. 

Does the Company's methodology conform to recommendations of other 

parties in prior Citizens cases? 

Yes. The AGD has conformed elements of the lead/lag study to prior Staff- 

lead/lag schedules and recommendations in prior Citizens rate cases in 

Arizona. For instance, depreciation expense has been excluded from the 

study and interest expense has been included. The same lag days are 

shown for rate case expense as were used by Staff in prior Arizona Electric 

Division and prior Arizona gas cases. The lag days used for interest 

expense represents an average of the positions presented in prior Citizens 

Arizona cases by Staff and the Residential Utility Consumer Office. 

How did you determine the lead or lag days for other expense items? 

I n  order to determine the lead or lag days for other expense items, all 

invoices were reviewed for the calendar year 2001. Because gas purchases 

represent a significant portion of total test year expenses, and because 

Enron ceased to be a supplier to the AGD, the Company sampled invoices 

from the months of November 2001 through February 2002 for this item. 

This time period is considered representative of the costs that will be 

incurred in the first year of new rates. 

- 16 - 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

e l3 
14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 * ;; 
28 

. 29 

Direct Testimony of Raymond 3 .  Mason 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

What is the amount of working capital included in rate base? 

As shown on line 35 of Schedule B-6, the amount of working capital 

included in rate base is a negative $2,924,217. 

Please describe Schedules B-6A and 8-66. 

Schedule B-6A shows the reconciliation of expenses for the lead/lag study. 

Schedule 8-66 presents the distribution of the working capital amount 

among the various cost of service classes. 

:ARES PROGRAM - 
Please summarize Schedule B-11. 

The settlement agreement approved in the last NAGD rate case provided 

for an annual revenue increase that included an annual $100,000 allowance 

for Low Income Residential Assistance Programs. As more fully described 

in the testimony of Mr. Smith, that includes CARES Program discounts and 

other low-income initiatives. In  approving the settlement agreement, 

Commission Decision No. 59875 provided that Citizens create a special 

balance sheet account for tracking the program costs and recoveries. 

Specifically, as described in Decision No. 59875, beginning at  line 18 on 

page 4, Citizens should "calculate a recovery rate for the Programs by 

dividing the $100,000 annual allowance by the total test year normalized, 

annualized sales therms." Using the final adjusted test year sales of 

102,040,360 therms in that rate case produces an implied cost recovery 

rate of $.00098 per therm. All program costs are to be charged to a special 

balance sheet amount. A t  the end of each month, the total sales billed are 

to be muttiplied by the cost recovery rate to establish a measure of 
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Program costs billed to ratepayers. The computed amount is to be 

deducted from the balance sheet account and charged to operating 

expenses. If customer revenues from the CARES surcharge exceed the 

low-income program expenses and discounts, the balance sheet account 

increases. 

The rate base element labeled "CARES" represents the cumulative 

difference between the amount incurred in connection with CARES 

discounts and other low-income programs and amounts recovered in 

current service rates since they were implemented in November 1996. 

Schedule €3-11 reflects the development of the required balance in the 

special tracking account as of the end of the test year. The $364,945 credit 

balance is identified as a deduction from rate base. 

There is a companion adjustment (Schedule C-2, Adjustment Q) relating to 

the annual pro forma amortization expense level proposed for inclusion in 

operating expenses. 

SALARIES AND WAGES 

2. 
4. 

Please explain the Salaries and Wages calculation, 

Adjustment B to Schedule C-2 adjusts test year salary and wage expense t c  

reflect an annualized level. It reflects the actual number of active 

employees plus temporary vacancies (in previously filled positions) existing 

a t  the end of the test year. This adjustment was computed using the most 

current known and measurable salary and wage rates. The computation 

also reflects an average annual overtime level for the past five years and 

the actual test year account distribution of payroll expense. 
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2EGULATORY, MISCELLANEOUS AND PER DIEM EXPENSES 

Please describe Adjustment D on Schedule C-2. 

Adjustment D on Schedule C-2, provides a summary of the estimated legal, 

regulatory, consulting and special studies expenses, as well as 

miscellaneous and per diem expenses for this filing. These expenses are 

broken into two groups: (1) the current rate case annual amortization and 

(2) ongoing amortization of the Build Out Program allowed expense from 

the last rate case. 

Please describe how the amount of rate case expense for this application 

has been estimated. 

The basic procedure is the same as the procedure used by Citizens in other 

cases filed before this Commission. First, after a review of the filing 

requirements and potential issues in the proceeding, the Company 

determined subject-matter witnesses and, where necessary, identified and 

contacted outside consultants. Second, outside consultant cost estimates 

are made. Third, for the SAO, PSO, and LWES personnel, the Company 

estimated the travel, lodging, meals, and other out-of-pocket costs 

required to participate in the rate case proceeding. As in prior cases, all 

estimates will be replaced with actual charges as soon as the actual 

charges are available. 

Does the rate case expense reflect any salaries and wages costs for any 

Citizens employees listed on the AGD payroll or charged to AGD from 

affiliates in other sections of the test year income statement? 
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No. Neither the employees on the payroll of AGD or Citizens affiliates are 

included in the estimates for rate case expenses. Only the direct (travel, 

lodging, meals and other out-of-pocket) expenses described previously are 

being requested concerning internal employees. 

Will these estimates be updated as the rate case is processed? 

Yes. We will update the expenses with supporting documentation and 

replace the estimates with actual amounts. 

Is the AGD proposing to recover the full amount of its estimated rate case 

expenses? 

No, it is not. For purposes of this proceeding, I reviewed Commission- 

authorized rate case expenses for prior Citizens rate cases in Arizona. I 

used those prior allowances, adjusted for inflation, to derive the rate case 

expense for which the AGD is seeking recovery in this proceeding, This 

requested amount is considerably lower than the costs the Company 

expects to incur, as shown on Adjustment D of Schedule C-2. 

What period has been used for the amortization of rate case expense 

requested in this application? 

The total requested current rate case expenses of $500,000 have been 

amortized over a three-year period, as shown in Schedule C-2, resulting in 

annual amortization of $166,667. This period is consistent with 

amortization periods in prior Citizens’ Arizona rate cases. 
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2. Please describe the component of Adjustment D relating to Build Out 

Program case expenses. 

I n  Decision No. 59875, issued October 29, 1996, the Commission 

authorized the NAGD to amortize case expenses of $125,000 associated 

with the Build Out Program over a ten-year period. The amount shown in 

Adjustment D includes one year's amortization of those costs. 

4. 

[NSURANCE EXPENSE 

28 
9. 

Q. 
A. 

Please describe Adjustment E in Schedule C-2. 

Adjustment E of Schedule C-2 provides the 2001 recorded test year ending * 

insurance expense for AGD, the pro forma insurance expense, and the 

resultant pro forma adjustment. Exhibit RJM-02 lists the insurance 

coverages and details the calculation for each of the pro forma insurance 

coverages included in the pro forma total. Insurance expense for AGD 

consists of: (a) all-risk property insurance; (b) comprehensive crime 

insurance; (c) directors and officers insurance; (d) fiduciary and excess 

fiduciary insurance; (e) travel accident insurance; (f) bond insurance; and 

(9) other miscellaneous insurances. The amounts for 2001 reflect actual 

insurance expense charged to AGD. 

How are the specific insurance coverage expenses calculated? 

The coverages are common to all the regulated operations of Citizens and 

are negotiated for Citizens in total, or for a specific utility service where 

appropriate. The expense is apportioned based on a rate per property 

value amount for all-risk insurance. Expenses for all other insurance 
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coverages are allocated using (i) the number of employees, (ii) the four- 

factor formula, or (iii) a ratio of the AGD coverage item as a percentage of 

total item coverage, as appropriate for each type of coverage. 

What is the total pro forma insurance expense for the AGD? 

The total pro forma expense requested in this proceeding for the AGD, as 

shown on Schedule C-2, is $114,036. 

What is the total pro forma insurance expense adjustment? 

The total pro forma insurance expense adjustment is an increase of 

$11,255 from the recorded amount. 

[NJURIES AND DAMAGE EXPENSES 

_ -  

Please explain Adjustment F in Schedule C-2. 

This adjustment restates recorded expenses for injuries and damages to 

pro forma levels. Pro forma amounts for comprehensive general liability, 

general coverage and worker's compensation are based on property 

specific information, such as number of employees, pro forma salaries and 

wages, premium liability factors, and the four- factor formula. Schedule C- 

2, Adjustment F provides the calculation for the pro forma expense. 

What is the basis on which the recorded amount is calculated? 

The year-end 2001 recorded amount for test year-end injuries and 

damages expenses is based on the allocated portion of the total policy 

premium for comprehensive general liability and excess general liability. 

The general coverage insurance is determined a t  a per customer rate, while 

the worker's compensation amount is calculated by multiplying a rate 
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based on job classification times the total salaries for that job classification 

rate per $100 multiple times the estimated percentage increase in the total 

premium for the coverage. The specific formulas are set forth in Exhibit 

FUM-03. 

What is the total pro forma injuries and damages expense for the AGD? 

The total pro forma injuries and damages expense requested in this 

proceeding is $ 282,564. The calculation of this amount is shown on 

Exhibit RIM-03. 

- _  
What is the total pro forma injuries and damages expense adjustment? 

The total pro forma insurance expense adjustment is an increase of 

$54,158 from the recorded amount. 

EMPLOYEE WELFARE AND PENSION BENEFITS EXPENSES 

2. 
4. 

Please describe Adjustment G in Schedule C-2. 

Adjustment G provides a summary of the employee welfare expense and 

pension expenses for the pro forma levels. The employee benefits costs 

consist of: (a) medical and dental benefit; (b) vision care; (c) long-term 

disability; (d) personal accident insurance; (e) group life insurance; (f) 

pension benefit; (9) 401K; and (h) the Incentive Deferred Compensation 

Program ("IDCP"). The pro forma expense of $2,109,756 is an increase 

from that for the 2001 year-end recorded expense level. The calculation of 

the expense for each of these benefits is contained in the Exhibit RJM-04. 
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. I j  

2. How much is the total pro forma employee welfare and pension 

adjustment? 

The total pro forma employee welfare and pension adjustment is an 

increase of $369,753 from the recorded level. 

L 

;TAMFORD ADMINISTRATIVE OFFICE EXPENSE 

What is the SAO? 

The Stamford Administrative Office, located in Stamford, Connecticut, 

provides essential services to all divisions and subsidiaries of Citizens, 

mainly by providing oversight and policy guidance for all Citizens’ 

operations, The specific services provided include the following: 

Internal audit 

Corporate & Consolidation accounting 

Fin a ncia 1 Reporting 

Tax Accounting 

Information Systems Support 

Risk & Cash Management 

Shareholder & Investment Community Services 

Corporate & Employee Communication 

Human Resource & Employee Benefits Policy Oversight 

Corporate Reg u la tory 

Corporate Legal 

Financing & Investment Services 

Accounting Policy & Procedures Oversight 
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What types of expenses are charged to AGD from SAO? 

SA0 expenditures incurred on behalf of divisions and subsidiaries include 

the following: (a) salaries, payroll taxes, and employee benefits of SA0 

personnel who provide services to the AGD; (b) rent, taxes, and other 

costs of operation necessary to support the personnel at the SAO; (c) 

financing expense, shareholder expense, and directors' fees required for 

the operations of the corporation; (d) expense for subscriptions, 

memberships in and dues to professional organizations; (e) legal expenses; 

(f) travel and per diem expenses relating to each of the above; and (9) 

insurance . 
- _  

Please explain the SA0 expense calculation. 

Schedule C-2, Adjustment L, page 2 of 4, provides a summary of the 

calculation of pro forma SA0  expense at test year-end, December 31, 

2001. Line 7 provides the corresponding pro forma expense adjustment. 

Exhibit RJM-05 summarizes the pro forma administrative office expenses to 

be charged to the AGD for the test year. 

What amount of SA0 expenses is charged to AGD in the test year? 

The recorded SA0 expense charged to AGD for the test year is $1,148,857. 

The total pro forma SA0 expense distributed to  AGD operations is 
$435,363. Page 2 of Exhibit RJM-OS provides the details of the pro forma 

ca Icu lation. 
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- ,  , 

How were the total SA0 expenses distributed to Citizens operations for 

year ended December 31, 2001? 

The four-factor formula was used to  distribute SA0 expenses to operations. 

What is the four-factor formula? 

This formula, developed by the California Public Utilities Commission in the 

1950s, is used for charging general administrative items to separate 

operations. It has been shown to be a reasonable method of distributing 

general charges. The four-factor formula is a mathematical calculation that 

results in an average of the relationship of each property to the total - 
properties for four elements: (1) utility plant-in-service; (2) operation and 

maintenance ("O&M") expense; (3) customers; and (4) payroll charged to  

O&M. These four categories represent areas of administrative review and 

oversight performed by SA0 or other administrative personnel, and also for 

common functions. The amounts for each of Citizens' operating divisions 

and subsidiaries are listed and the percent of each property is determined 

by dividing the property amount by the total amount for the category. The 

same process is completed for each of the other three categories and the 

four percentages are averaged to obtain the four-factor allocator for each 

specific ope rat i n g pro pert y . 

Has the use of the four-factor method been accepted by this Commission 

and other commissions which regulate Citizens' operating properties? 

Yes. It has been reviewed many times and accepted in all proceedings 

over the last 25 years. 
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. A "  

How was the pro forma 2001 SA0 expense calculation prepared? 

The SA0 expense amount for the test year reflects recorded SA0  expenses 

for the year ending December 31, 2001 with pro forma adjustments. 

Exhibit RIM-05, page 2, shows the pro forma SA0 Costs calculation 

distributed to AGD, adjusted for the pro forma changes that include 

previously disallowed items. 

What events have made the greatest impact upon the distribution of SA0 

expenses to  AGD since the last rate proceeding? 

Clearly, Citizens' business strategy to  pursue the acquisition of telephone 

access lines to become a pure telecommunications entity, while seeking to 

divest of its public services operations, has had the most profound impact 

on the SA0 expenses since the last rate proceeding. 

- _  

How have the completed acquisitions of telecommunications operations and 

sales of public service operations affected the calculation of the pro forma 

SA0 expenses charged to AGD? 

Citizens' strategy to become a telecommunications company has resulted in 

a significant increase in the number of telecommunications customers 

served, while the number of public service customers has declined. These 

changes have greatly impacted the amount of SA0 expenses allocated to  

each operation where the four-factor method of allocation is employed. 

The current four-factor allocation reflects a significant reduction for all the 

operations of Citizens that received allocable SA0 expenses prior to the 

close of the announced communications acquisitions by December 2001. 
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While Citizens also closed on the sale of some public service operations, the 

impact of the added communications properties more than offset the effect 

of the sale of those public services properties. 

Has this factor been included into the four-factor formula in the pro forma 

allocated SA0 expenses? 

Yes, I have. Exhibit RJM-05, page 2, shows the 2001 year-end closing pro 

forma four-factor calculation that reflects the telephone access line 

acquisitions and the divestitures of public service operations that had 

closed as of December 31, 2001. That page also reflects adjustments 

made to remove Griffith operations and other related plant adjustments 

from the AGD basis. 

* *  

Have other adjustments been made in preparing the pro forma SA0 

allocable cost calculation? 

Yes. I have made adjustments to remove items that have previously been 

disallowed by the Commission. The items include allocable charges for 

divestiture efforts, donations and contributions, and other selected 

expenses. I n  addition, I have removed some items that have not been 

denied in previous proceedings but have been of a contentious nature. 

These adjustments are summarized on page 2 of Exhibit RJM-05. 

How is the adjustment calculated and applied to the 2001 SA0 expenses? 

The total amount of 2001 SA0 expenses to be removed are identified and 

then multiplied by the pro forma AGD four-factor to calculate the allocable 

amount for AGD. This amount is then subtracted from the unadjusted pro 

forma S A 0  costs being charged to AGD. 
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J .  

Have you made any additional adjustments to  the pro forma SA0 expense 

that you are recommending in this case? 

Yes. I have adjusted the 2001 test year amounts to  reflect actual 

experience through the first four months of 2002. I derive this adjustment 

by annualizing the monthly average based on 2002 actuals for the first four 

months. I then calculated a percentage of annualized 2002 total of the 

recorded 2001 total SA0 expense, and subtracted 100% from that 

calculated percentage. The resulting percentage was applied to the 

adjusted 2001 test year total SA0 expense for AGD. The amount produced 

by that calculation represents my adjustment to reflect 2002 actuals. 

Is the pro forma SA0 expense charged to AGD of $435,363 a reasonable 

amount? 

Yes. The pro forma charges from SA0 to AGD are reasonable. Performance 

of certain administrative functions by a central office allows AGD to take 

advantage of economies of scale that would not otherwise be available. 

This means service for the customers of Citizens at reduced costs. 

Moreover, the SA0 charges represent a portion of the reasonable and 

necessary costs that Citizens incurs to operate a publicly-held utility 

company. The Commission should allow the AGD to recover its share of 

these legitimate operating expenses. 

PSO DISTRIBUTED EXPENSE 

2. What is the PSO? 

4. The Public Service Organization, or PSO, is an administrative support office 

located in Louisiana that provides accounting, management information 

and engineering services for the PSS of Citizens, which includes all 

- 29 - 



a 
1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

:: 
14 

15 

16 

17 

18 

19 

20 

21  

22 

23 

24 

25 * 26 
27 

28 

29 

2. 

A. 

Q. 

A. 

Q- 
A. 

Direct Testimony of Raymond 1. Mason 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

operations and/or properties that provide electric and gas (and previously 

water and wastewater) services. 

Was the same procedure used for the SA0 also used to calculate the 

amount of PSO charges allocated to AGD? 

Yes, with a slight alteration. Because the services provided by the PSO are 

exclusive to the public service segment of Citizens' operations, the four- 

factor formula excludes the telecommunications operations from the pool of 

operations used in the various factors. The principles and premises that 

make use of the four-factor method appropriate are the same as discussed 

earlier. 
- 

Have the details of the Public Service four-factor calculation been provided 

in this testimony? 

Yes, Exhibit fUM-05, page 3, summarizes the pro forma calculation. This 

calculation excludes the telecommunications operations and amounts 

associated with Griffith and the Paulden Line (described in Mr. Doherty's 

testimony). This resulted in a four-factor formula allocation of 9.65% for 

AGD as of the end of the test year. 

Where are the charges to AGD from PSO provided in the rate filing? 

The charges for the PSO are included in Schedule C-2, Adjustment L, page 

3 of 4. Exhibit RJM-05 provides a summary of the calculation for the 

$971,292 PSO pro forma amount charged to AGD. 
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Have you made any additional adjustments to the pro forma PSO expense 

that you are recommending in this case? 

Yes. I have adjusted the 2001 test year amounts to reflect actual 

experience through the first four months of 2002. I derive this adjustment 

in the same manner discussed in connection with SA0 expense. 

What future business decisions could partially offset the increase in costs 

being allocated to each public service operation? 

A decrease in the size of staff for PSO would reduce costs being allocated, 

but the magnitude of any such reduction cannot be readily determined at 

this time. 
_ -  

I s  the total pro forma PSO expense of $971,292 charged to AGD a 

reasonable amount? 

Yes. The pro forma charges from PSO are reasonable. Using the four- 

factor formula ensures that each operation, including AGD, supports its fair 

share of all general PSO expenses. 

There is an additional factor supporting the reasonableness of these 

charges. For the purposes of this rate filing, Citizens has capped the 

allocable pro forma PSO expenses to an amount that results in a total 

administrative offices (k, SAO, PSO, and LWES) allocated expense 

distribution that is approximately the same as that approved in the last 

litigated NAGD rate proceeding. I n  Decision No. 58664, this amount was 

approximately $1.2 million. Although that proceeding related only to 

NAGD, the Company is limiting its request for the whole AGD to that level. 

The purpose of this proposed expense limit is to facilitate expeditious 
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consideration of this rate application as well as to allow attention to be 

directed to the key factor for the requested revenue increase in this 

proceeding, the increase in plant investment. 

-WES ORGANIZATION DISTRIBUTED EXPENSE 

Are there other administrative groups that support the operation of AGD? 

Yes. The LWES Organization, previously known as the Dallas 

Administrative Office (“DAO”) provides specific computer support, local 

area network, intranet management and other information technology- 

related services to all of Citizens’ operations. This organization has 

relocated to Rochester, New York, and continues to provide similar services 

to  all of Citizens’ properties. 

- .  

How are LWES charges distributed? 

For those services described, the charges are distributed using the same 

four-factor formula utilized for SAO, since all of Citizens’ operations are 

beneficiaries of their services. 

What is the pro forma amount of LWES expenses? 

The pro forma amount is $59,423 as shown on page 4 of Schedule C-2, 

Adjustment L. Exhibit RJM-05, page 4, provides the pro forma calculation 

that uses the distribution as of December 31, 2001. 

Have you made any additional adjustments to  the pro forma LWES expense 

that you are recommending in this case? 

- 32 - 



1 

2 

3 

4 

5 
6 

7 

8 

9 

10 
11 

12 

a 13 
14 

15 

16 

17 

IS 
I9  

20 

21 

22 

23 

24 

25 

e 26 27 

28 

2s 

A. 

Q 9  

A. 

Direct Testimony of Raymond 1. Mason 
Citizens Communications Company -- Arizona Gas Divisior 

Docket No. G- 01032A-02- 

Yes. I have adjusted the 2001 test year amounts to  reflect actual 

experience through the first four months of 2002. I derive this adjustment 

in the same manner discussed in connection with SA0 expense. 

Is the $59,423 LWES pro forma amount reasonable? 

Yes. The pro forma calculation takes into consideration all the previously 

described forces that would work to alter AGD’s four-factor allocation. As a 

result, the pro forma amount is significantly less that what has historically 

been experienced. 

CARES DISCOUNT AND EXPENSE 

Q. 
A. 

COST OF DEBT AND PREFERRED STOCK 

Q. Please describe Schedule D-2A. 

A. Schedule D-2A presents the AGD’s actual cost of long-term debt. This 

information is shown in compliance with the Commission’s standard filing 

Please explain Adjustment Q, entitled CARES Discount and Expense. 

Adjustment Q represents the operating expense adjustment that 

corresponds to the rate base component contained in Schedule B-11. This 

adjustment is made to reflect a proper test year amortization of the Low 

Income Residential Assistance Program costs as required under the 

procedure set forth in Commission Decision No. 59875. It also incorporate 

the annual effect of changes being proposed to the CARES program and 

other low-income initiatives, as more fully described in Mr. Smith’s 

testimony. 
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requirements. However, as Mr. Rosenberg explains, the Company is using 

a cost of debt based on a group of proxy companies identified in Mr. 

Rosen berg‘s testimony. 

What is shown on Schedule D-3? 

The standard filing requirements include a schedule showing the cost of 

preferred stock. As Mr. Rosenberg states, the capital structure based on 

his proxy group has no preferred stock. However, for purposes of 

complying with the Commission’s standard filing requirements, Schedule D- 

3, page 2, shows the cost of Citizens existing preferred stock. 
- - 

=INANCIAL PROJECTIONS 

2. Please describe briefly what information is contained in Section F of the 

AGD’s rate application. 

A. Section F contains Schedules F-1 through F-4. These schedules present 

financial data for the test year ended December 31, 2001, and the 

projected year ending December 31, 2002. Schedule F-1 shows income 

statements for the test year and for the projected year ending December 

31, 2002, a t  present and proposed rates. Schedule F-2 identifies the 

changes in financial position for the test year and for the projected year a t  

both present and proposed rates. Schedule F-3 lists construction 

expenditures for the test year ended December 31, 2001, and the 

projected construction expenditures for calendar years ending 2002, 2003 

and 2004. Schedule F-4 provides the assumptions used to develop these 

Section F projections. 
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Does this complete your direct testimony? 

Yes, it does. 

- -  
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FINDINGS OF FACT AFUD 

1. Citizens Utilities Company ("Citizens" or "the Company") and its ' 

Lrizona operating divisions and subsidiaries -- Mohave Electric Division, Agua Fria 

Vater Division, Northern Arizona Gas Division, Mohave Wastewater Division, 

lohave Water Division, Santa Cruz Gas Division, Sun City Sewer Company, Sun 

:ity Water Company, Sun City West Utilities Company, Tubac Valley Water, Inc., 

Zompany, Citizens Utilities Rural Company, Inc., Citizens Telecommunications 

:ompany of the White Mountains, Inc., and Navajo Communications Company, 

nc., Citizens Water Resources Company of Arizona, Citizens Water Services 

Zompany. of Arizona, and Electric Llg htwave, Inc., (collectively referred to herein 

3s "Citizens Arizona Operations"), are Arizona public service corporation(s) 

mgaged in the businesses of providing telecommunications, electric, natural gas, 

Nater and wastewater utility service within the State of Arizona, pursuant to 

4rticle 15 of the Arizona Constitution. 

2. On May 5, 1994, Citizens filed a Joint Application for an Order 

4pproving the Accounting Method used t o  Record an Allowance for Funds Used 

During Construction. (Docket Nos. E-1032-94-139, U-2276-94-139, U-1656-94- 

139, U-2334-94-139 and U-1595-94-139,) The application sought approval from 

the Arizona Corporation Commission ("Commission") of the accounting method 

used t o  record an allowance for funds used during construction ("AFUDC") on 

CITIZENS UTILITIES # 003 
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4. On January 31, 1997, the Commission's Hearing Divisron issue&k 

'rocedural Order to govern the proceedings. The Procedural Order established 

lates for filing of testimony, discovery guidelines, intervention dates and a 

iearing date. 

5. In conformance with the Procedural Order, and subsequent 

'rocedural Orders, the following events have occurred: RUCO and Sun City 

'axpayers Association have applied for and been granted Intervention; updated 

estimony was submitted by the Company on July IO, 1997; Staff submitted 

lirect testimony on December 5, 1997; RUCO submitted direct testimony on 

Iecember 4, 1997; the Company submitted Rebuttal testimony on December 29, 

.997; RUCO submitted surrebuttal testimony on January 8, 1998 and Staff 

iotified the Hearing Officer that it would not be submitting surrebuttal testimony 

)n January 14, 1998. 

6. During the pendency of these proceedings, Staff, RUCO and the 
Iompany attempted to narrow and resolve the various issues raised by the 

application. As a result of those discussions, Staff, RUCO and the Company 

-eached a resolution of ail issues in the case, as evidenced by the agreement 

:"Settlement Agreement") between Citizens, Staff and RUCO, dated March 24, 

1999, and attached as Exhibit "A." 

7. Pursuant to the Settlement Agreement, Staff, RUCO and the 

Company have agreed to  resolve the issues raised in this case on the following 

terms: 
A. Citizens will use the procedures outlined in the Settlement 

Agreement for the calculation of AFUDC and for AFUDC-in connection wi c h 

the Federal Energy Regulatory Commission's Accountlng Release Number 

13 ("AR-13 AFUDC") for all of its Arizona utility operations. 

B. Citlrens will calculate a separate AFUDC rate for each of the 

following: 

l ; jJqp DECISION NO. J 
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1. 

.. 
11. 

... 
111. 

iv. 

V. 

vi. 

vii. 

C. 

Exh i bit-RJ M 
DOCKET NO. SW-O1032A-94-0139, e d c  

Docket No. G-010324 
AFUD Santa Cruz County, which includes: 

a. 
b. 
c. Tubac Valley Water Company 

Citizens' Santa Cruz Electric Division 
Citizens' Santa Crut Gas Division 

Mohave County, which includes: 

a. Citizens' Mohave Electric Division 
b. Citizens' Mohave Water Division 
c. 
d. Lake Havasu Water Company 

Maricopa County, which Includes: 

Citizens' Northern Arizona Gas Division 

a. Sun City Water Company 
b. Sun City Sewer Company 
c. Sun City West Utilities Company - Water Operations 
d. Sun City West Utilities Company - Wastewater 

Operations 
e. Citizens' Agua Fria Water Division 
f. Citizens Water Resources Company of Arizona 
g. Citizens Water Services Company of Arizona 

Citizens' Northern Arizona Gas Division Operations in : 

a. Yavapai County Operations 
b. Coconino County Operations 
e. Flagstaff Operations 
d. Navajo Operations 

Citizens Utilities Rural Telephone Company, Inc. 

Citizens Telephone of the White Mountains 

Navajo Communications Company, Inc. . 
The Settlement Agreement sets forth the procedure by 

which the AFUDC 'rate wiil be calculated for each of the areas/propertlec 

identified within the Settlement Agreement, A ten-step process is .outlined, 

with the following relevant characteristics: 

- 4  - 
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vii. 
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total construction expenditures as the starting arnoun!$FUDC 

deduction of all customer contributions-in-aid-of- 
construction ("CIAC") and advances-in-aid-of-construction 
("AIAC"); 

deduction of accounts payable related to construction 
expenditures that are open at the end of the month of the 
ca IC u la ti on ; 

addition or subtraction of accumulated. deferred income 
taxes ('ADTT") related to the construction expenditures; 

deduction of any other source of capital associated with 
construction expenditures that is provided at no cost; 

the amount resulting from the previous five steps shall be 
used as the amount of construction expenditures to be 
financed by Citizens; 

the first source of financing shall be property specific 
financing; 

if construction expenditures exceed property specific 
financing sources, the next source to be applied is pro- 
rata share of Citizens' average short-term debt. If short- 
term debt is included in Citizens' capital structure for rate 
making purposes, this shall be presumed to be zero; 

if construction expenditures exceed property specific and 
short-term debt sources, the remaining amount shall be 
allocated as long-term debt, preferred stock and common 
equity in direct proportion to Citizens' most recent year- 
end capital structure, so that the total sources of funds 
equals construction expenditures; and 

financing costs shall equal the sum of he following: 
! 

a. Trustee Management Fees; 
b. Final true-up adjustment (if necessary); 
C. Average rate for property specific debt times 

amount of property specific debt; 
d. Average rate for short-term debt times amount of 

short-term debt; 

- 5  - 
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e. Average rate for long term debt, ti&~k%H&i?t~& 
long term debt; 

f ,  Average rate for preferred times amount of 
preferred equity; 

g. Return on Equity ("ROE") used by the Commission 
in the latest rate case for any Citizens-Arizona 
operations. 

The sum of the financing costs calculated in accordance with the 

procedure delineated above, divided by the total construction expenditures, 

will be used to establish the AFUDC rate to be used for each of the 

properties described in Section 6. 

0, Citizens will calculate a budgeted AFUDC, rate using the 

procedures described in Section C, a t  the end of each year. Citizens will 

use the budgeted rate for the first ten months of the following year. 

E. Citizens will perform an initial "true-up" calculation of its 

AFUOC rate in November of each year, following the procedures described 

above; use the rate so calcutated for the months of November and 
December; and adjust the budgeted AFUDC rate from the first ten months 
of the year to reflect the initial true-up rate. 

F. Citizens will perForm a final true-up for the previous year by 

June of each successive year. I f  the final AFUDC rate is more than 25 basis 
points different from the AFUDC rate determined a t  the initial true-up, 

Citizens will make an adjustment to the financlng costs in the final true-up 

year. I f  the difference between the initial true-up AFUDC rate and the final 

AFUDC rate is 25 basis points or fewer, no adjustment shall be made. i 
G. Citizens will use the AFUDC rate calcGlated using t h e  

procedures described above as the AFUDC rate For its calculation of AR-13 

AFUDC. 

H. AR-13 AFUDC will be calculated for each of the calculation areas 
having issued-but-undrawn IDRBs by multiplying the amount  of issued-but- 
undrawn IDRBs times the AR-13 AFUDC rate. 

-6 - 
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Docket No, G-01032-02 
I. The AR-13 AFUDC calculated using these procedures wilkhec 

reduced by the earnings on the issued-but-undrawn IDRBs as reported by 

the IDRB Trustee. 

The net of the AR-13 AFUDC calculated in Section I shall be 

recorded as part of the issuance costs of the IDRBs, amortized over the life 

of the IDRB, and included with interest expense in establishing the average 

annual interest rate for the IDRB. 

Citizens will use the cost of debt rate, including the amortization 

of the  net Ad-13 AFUDC amount in Section 3, as the cost of debt in its 

AFUDC calculations and in its calculations of weighted debt costs in rate of 
return calculation. 

J .  

K. 

L. Citizens will indude 100% of the issued and outstanding IDRBs 

as part of its long-term debt used in the calculation of the AFUDC rates and 

in its capital structure used in rate of return calculations. 
Citizens will provide the Commission, in each of its future rate 

cases, a comparative calculation showing AFUDC rates and overall rate of 

return using short-term debt as part of the long-term debt component as 

compared to using short-term debt as part of the AFUDC calculation. 

N. Citizens wit1 conform the use of short-term debt, currently 

included as part of the long-term debt component of the capital structure, 

to the, treatment ordered by the Commission in future orders. The 

conformance will be performed for all properties within an operatlonal area 

as defined in Section B, whenever a Commission order affects any of the 

operating entities within the defined area. 

8. 

M. 

/ . 
Citizens, RUCO and Staff all agree that the procedures described in 

the Settlement Agreement will resuft in fair and equitable treatment of the 

calcuiation of AFUDC and the use of property specific financing, including IDRBs, 
and recommend approval by the Commission. 

-7 - 
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CONCLUSIONS OF LAW 
Docket No. G-01032-02, 

AFUDC 

1. Citizens and its operating divisions and subsidiaries are public service 

corporations within the meaning of Article 15 of the Arizona Constltution. 

2, The Commission has jurisdiction over Citizens and its operating 

divisions and subsidiaries, over the subject matter of these proceedings and over 

the Settlement Agreement submitted by the Staff, Citizens and RUCO. 

3. The Settlement Agreement between Staff, Citizens and RUCO 

resolves all the issues pending in the dockets referenced in the caption of these ' 
proceedings in a manner which is just and reasonable, and which promotes the 

public interest. 

4. 
I 

The Commission's acceptance of the Settlement Agreement between 

Staff, Citizens and RUCO is in the public interest. 1 

i ORDER 

IT IS THEREFORE ORDERED approving the Settlement Agreement executed 

March 24, 1999, among Staff, Citizens and RUCO and directing the parties to 
I 

abide by the terms of the Settlement Agreement. 

immediately. 

IT IS FURTHER ORDERED that this Order shall become effective 

BY ORDER OF T 

COMMISSIONER COMMISSIONER 

IN WITNESS WHEREOF, I, BRIAN c. MCNEIL, 
\ 

CHHRMAN 

Executive Secretary of the Arizona Corporation 
Commission, have hereunto set my hand and caused the! 
official seal of the Commission to be affixed a t  the 

Phoenix, this day of 

DISSENT 

- a  - 
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CITIZENS UTILITIES COMPANY AFUDC 

ARIZONA OPERATIONS 
CALCULATION OF A.F.U.D.C. AND "AR-13" A.F.U.D.C. 

AGREEMENT BETWEEN CITIZENS, STAFF AND RUCO 
Docket No. E-1032-94-339 et. al. 

Citizens Utilities Company ("Citizens"), the Arizona Corporation Commission 

Staff ("Staff) and the Residential Uti l i ty  Consumers Office ("RUCO") (collectively 

the "Parties") have agreed t o  the procedures to be used in the calculation of the 

allowance for funds used during construction ('AFUDC") for all of Citizens' 

operating divisions and subsidiaries providing utility services in the State of 

Arizona ('Citizens-Arizona") under the jurisdiction of the Arizona Corparation 

Commission ("Commission). I n  addition, the parties are in agreement on the 

procedures for the calculation of AFUDC on issued-but-undrawn, special purpose, 
property-specific bonds, such as Industrial Development Revenue Bonds 

("IDRBs") and Rural Telephone Bank loans ("RTB"). These procedures reff ect 

those contained in the Federal Energy Regulatory Commission's ("FERC") 
Accounting Release, Number 13 ("AR-13"). 

This Agreement reflects the Parties' mutual desire to develop fair and 

equitable procedures for determining AFUDC, in a manner consistent with t he  

public interest. This Agreement is based upon careful review of the prefiled 
testimony and exhibits filed in this docket, and months of discussions among the 
Parties. This Agreement will be submitted for the review and approval by the 
Commission. 

AGREED-UPON PROCEDURES 

A. Citizens will use the procedures set forth in this Agreemen! for the 1 
calculation of AFUDC and AR-I3 AFUDC for all of its Arizona utility 

operations; 

Citizens-Arizona will calculate a separate AFUDC rate for each of the 

following : 
8. 

RUG 86 '99 19: lB 602 265 3415 PAGE. 10 
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Exhibit-RJM-1 
CCC-AGD 

SANTA CRUZ COUNN, which includes: 
Citizens' Santa Cruz Electric Division; 

Citizens' Santa Cruz Gas Division; and 
3 Tubac Valley Water Company. 

Docket No. G-01032-02- 
AFUDC 

MOHAVE COUNTY, which includes: 
P Citizens' Mohave Electric Division; 

> Citizens' Mohave Water Division; 
> 
3 L a k e  Havasu W a t e r  Company. 

Citizens' Northern Arizona Gas Division, and 

MARICOPA COUNTY, which includes: 

L Sun City Water Company; 

> Sun City Sewer Company; 
> 
P 
S 

> 
b 

Sun Cjty West Utilities Company-Water Operations; 
Sun City West Utilities Company-Wastewater Operations; 
Citizens' Agua Fria Water Division; 

Citizens Water Resources Company of Arizona; and 
Citizens Water Senices Company o f  Arizona. 

CITIZFN S' NORTHERN ARIZONA GAS DIVISION. which includes: 

B Ya.vapai County OperGions; 
3 Coconino County Operations; 
3 Flagstaff.Dperations; and 
3 Navajo Operations. . 
CrriZENS UTILITIES RURAL TELEPHONE COMPANY, INC. 
CITIZENS TELEPHONE OF WHITE MOUNTAINS 

NAVAJO COMMUNICATIONS COMPANY, ING. 

QUG 06 '99 1 9 : l O  602 265 3415 PFIGE. 11 
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C. The AFUDC rate shall be calculated for each of the seven areas/properties AFUDC . 

(“calculation areas”) identified in section (6) above using the following 

procedures: 

.... 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

8, 

e 

Citizens will use the total construction expenditures as  the s tar t ing 
amount; 
Citizens will deduct all customer contributions-in-aid-of-constmajon 

(“CIAC”) and customer advances-in-aid-of-construction (“AIAC“) from 
the construction expenditures identified in section (C)( 1); 
Citizens will deduct the accounts payable refated to construction 
expenditures that are open a t  the end of the month that the AFUDC 

calculation is made; 

Citizens will add or deduct the amount of accumulated deferred 
in corn e taxes (“ADIT”) related to the construction ex pen d i t u res 
identified in section (C)(l); 
Citizens will deduct any other source of capital associated with t h e  
construction expenditures in section (C)( 1) that is provided to 
Citizens a t  no cost; 
Citizens will use the amount resulting from the calculations following 
the procedures set forth in section (C)(l)  through ( C ) ( S )  as t h e  

amount of construction expendttures to be financed by Citizens’ 

sources (“net construction expenditures”); 
Citizens will first determine the amount of property specific financing 
that is available for the construction expenditures identified in section 
(C)(1) and apply those funds as the first source of financing; 
If net construction expenditures exceed the property specific 
financing source, Citizens will then apply the property’s pro-rata 
share of Citizens’ average short-term debt amount as t h e  second  
source of financing. I n  the event tha t  the Commission used shoe- 
term debt as part of the capital structure in determination of t h e  rates 

in the last rate, this amount would be zero; 

DEC1SlON NO. 618 48 3 
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9. If net construction expenditures exceed the property specific and 

short-term debt financing sources, Citizens will allocate the remaining 

amount to be funded to long-term debt, preferred stock and common 
equity in direct proportion to the capital structure of Citizens at the 

end of the preceding calendar year. The total amount for the Source 
of funds will be equal to the amount of net construction expenditures 

AFUDC 

to be financed by Citizens' sources; 

Citizens will calculate the financing costs as the sum OF: 10. 
Trustee 'Management Fees; 

Final true-up adjustment from prior-year (if necessary-see 
Section E); 

Average rate for property specific debt times amount of 
property specific debt; 

Average rate for short-term debt times amount of short-term 
debt; 

Average rate for long term debt times amount of long term 
debt; 

Average ra te  for preferred equity times amount of preferred 
equity; and 

Return on equity ("ROE") used by the Commission in the latest 
Citizens' rate case for any of the Citizens-Arizona operations. 

11. Citizens will add the financing costs calculated pursuant to section 
(C)(lO) above, and divide that total amount by the total construction 
expenditures to determine the AFUDC rate to  be used.for the 
properties included in each of the areas identified in section (B), 

Citizens will calculate a budgeted AFUDC rate following the procedures set 

forth in section (C) a t  the end of each year, and will use that budgeted 
AFUDC rate for the first ten months of the following year. 
Citizens will perform an initial "true-up'' calculation of its AFUDC rate in 
November of each year, following the procedures set forth in section (C) .  
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Citizens will use that new rate for the months Of November and December?FUDC. 

Citizens will use the true-up AFUDC rate to adjust the AFUDC calculated 
using the budgeted AFUDC rate for the first ten months the year, The 

resulting AFUOC recorded for the  year  will tberefore be based on the 

AFUDC rate  calculated a t  the initial true up. 
Citizens will perform a final true UP by the end of June  of the following year, 
and will calculate an AFUDC rate using the procedures in set forth in section 
(C) and the actual data for the entire year. I f  the final AFUDC rate is more 
than 25 basis points different from the AFUDC rate determined a t  the initial 

true-up, Citizens will make an adjustment to the financing costs in the final 

true-up year. The true up will reflect t h e  difference between t h e  initial 
true-up AFUDC rate and the final true-up AFUDC rate. In the even t  t ha t  the 

difference between the initial true-up AFUDC rate and the final true-up 
AFUDC rate is equal to or less than 25 basis points, no adjustment will be - 

6 

made and the AFUOC recorded for t h e  prior year will be final. 
Citizens will use the AFUDC rate calculated using the procedures set forth in 
section (C) as the AFUDC rate for its calculation of AR-13 AFUDC. 
AR-13 AFUDC shall be calculated for each of the calculation areas having 
issued-but-undrawn IDREs by multiplying the amount of issued-but- 
undrawn IDRBs times the AR-13 AFUDC rate on a monthly basis. 

The AR-13 AFUDC calculated using the procedures set forth in section (H) 

reported by the IORB Trustee (“net AR-13 AFUDC”). 

J The net AR-13 AFUDC calculated pursuant to section (I) will be recorded a s  
part of the  issuance costs of the IDRBs, amortized over theremaining life of ‘ 

the IDRB, and included with interest expense in establishing the average 
annual interest rate for the  IDRf3. 
Citizens will use the cost of debt rate, including the amortization of the net 
AR- I3  AFUDC amount as described in section (J), as the cost of debt in its 

AFUDC calculatlons and in its calculations of weighted debt costs in the rate 
of return calculations. 

( 
. will be  reduced by the earnings on the issued-but-undrawn IDRB funds 

DECISION NO. 6/$ q f  5 
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Citizens will include one-hundred percent of the issued and outstanding 

IDRBs as part of its long-term debt used in the calculation of the AFUDC 

rates and in its capital structure used in rate of return calculations. 

Citizens agrees to provide the Commission, in each of Citizens' future rate 

cases, a comparative calculation showing the AFUDC rate and the overail 

rate of return: 

[l] 

AFUDC 

. 

Using the short-term debt as part of the long-term debt 
component; and 

[2] Using the short-term debt as part of the AFUDC rate 
calculation. 

Citizens agrees to conform the use of short-term debt, currently included as 

part of the long-term debt component of the capital structure, to any future 
Commission order that requires Citizens to utilize a different approach. 

This-change will be made for all of Citizens' Arizona properties within the 
calculation area if one of the operating properties within the AFUDC 

calculation area is impacted by the Commission's order. 

Jt is the intent of the Parties that this Aareernent sets Forth the orocedures 
to satisfv the reuuirernent of the Cornmission Decision No. 58360 that 
ordered Citizens to submit documentation to  Staff on an annual basis to  

demonstrate its cornoliance with AR3 (17) and AR-13. for 1997. The 

- 

Comoanv shall submit documentation to Staff for 1998 bv A ~ r i l 3 0 .  I 999 ' 
and follow the Drocedures in this Aareement for Future Deriods. 

The Parties agree that this Agreement constitutes a resolution of all 

outstanding issues pending in pocket No. E-1032-94-139 et. al. In the 

event that this Agreement is not accepted by the Cornmisston, none of the 
i 

Parties herein compromise or otherwise waive the positions they have 
taken on any of the issues addressed in their prefiled testimony. 
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AFUDC Q. The provisions of this Agreement are not severable and shall become 
effective only after the Commission shall have entered an order approving 
this Agreement without modification. In the event this Agreement is not 
approved by the  Commission in the form submitted, it shall be deemed 

withdrawn, and the  stipulations contained herein shall be void. 

The Parties agree tha t  the above procedures will result in fair and  equitable 
treatment for the Company and its customers refated to the calculation of 

AFUDC and t he  use of IDRBs and other propem specific financing and urge 

the Commission to approve this Agreement. 

DATED this 24th day of March, 1999. 

J 
Title': ASS0 ciate General Counsel 

. .  
rizona Corporafion Commission 
c)-. 

I .  l c h j k  , =d 
Title: L-rfu+ ~ t c z = c r e  

Residential Utility c -  
By: &*& 
Title: 04 fl  Ukk-=L 

i 
4 

. .  

G:\CRAIGDOt\AFUDC Seetlernent.doc 
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ARIZONA GAS DIVISION 
Insurance Expense 

For the Pro Forma TEST YEAR @ December 31,2001 

Line # e -  ALL RISK INSURANCE 
A. l .  ACTUAL Consolidated CITIZENS Gross Plant @ 12/3 1/01 

2. All Risk / Property Insurance Allocable Premium - Actual @ 12/3 1/01 

3. AGD ALL RISK Premium Factor - Actual @12/31/01 
(AGD - Ins Prop Values '01 /Total '01 CITIZENS Ins Prop Values) 

4. AGD - All Risk Insurance Expense - Actual @12/3 1/01 
(Line 2 * Line 3) 

5. AGD - All Risk Insurance Expense Y-T-D Actual @04/30/02 

6. AGD - Pro Forma Annualized All Risk Insurance Expense 
(Line 5 * 3 ) 

7. AGD - Pro Forma ALL RISK INSURANCE EXP Adjustment 

(Line 6 - Line 4) 

COMPREHENSIVE CRIME 
B. 1. Consolidated CITIZENS - Comp CRIME Insurance ExpRremium - Actual @12/3 1/01 

2. AGD - Comp CRIME Premium Factor - Actual @ 12/3 1 /O 1 
( AGD # ofEmployees @ 12/31/01 /Total CITIZENS Employee@l2/31/01) 

3. AGD - Comp CRIME Insurance Exp - Actual @12/3 1/01 
(Line 1* Line 2) 

4. AGD - Comp CRIME Insurance Exp Y-T-D Actual @04/30/02 

AGD - Pro Forma Annualized Comp CRIME Insurance Expense 
5 .  (Line 5 * 3 ) 

6. AGD - Pro Forma COMPREHENSIVE CRIME INSURANCE EXP Adjustment 

(Line 3 - Line 5) 

TRAVEL ACCIDENT INSURANCE 
C. 1, Consolidated CITIZENS - TRAVEL Insurance Exp/Premium - Actual @ 12/3 1/0 1 

2. AGD - TRAVEL Premium Factor - Actual @l2/3 1/01 
( AGD # ofEmployees @ 12/31/01 /Total CITIZENS Employee@l2/31/01) 

3. AGD - TRAVEL Insurance Exp - Actual @12/3 1/01 
(Line 1* Line 2) 

4. AGD - TRAVEL Insurance Exp Y-T-D Actual @04/30/02 

AGD - Pro Forma Annualized TRAVEL Insurance Expense 
5. 

6. AGD - Pro Forma TRAVELINSURANCE EXP Adjustment 

(Line 5 * 3 ) 

(Line 3 - Line 5) 

Page 1 of 3 
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Insurance Expense 

$ 8,687,20 1,266 

$ 3,134,389 

2.790% 

$ 87,450 

$ 28,869 

$ 86,608 

$ (842) 

$ 3 1,600 

1.93% 

$ 610 

$ 593 

$ 1,779 

$ 1,169 

$ 21,423 

1.93% 

$ 413 

$ 191 

$ 573 

$ 160 



ARIZONA GAS DIVISION 
Insurance Expense 

For the Pro Forma TEST YEAR @ December 31,2001 

Line # 
MISCELLANEOUS COVERAGES* 

1. CITIZENS - MISC Insurance Premium on Common Coverage - Actual @12/31/01 D. 

2. AGD - MISC Insurance Premium Factor on Common Coverage- BDGTED '2001 
(AGD Participation Factor Budget '2001 /Total CITIZENS MISC Distribution Budget '2001) 

Exhibit-RJM-02 
CCC-AGD 

Docket No. G01032A-02- 

Insurance Expense 

$ 82,290 

3.19% 

3. AGD - MISC Insurance Exp on Common Coverage - Actual @12/31/01 $ 2,626 
(Line 1* Line 2) 

* MISCELLANEOUS Coverage includes: Other Misc & Special Coverage 
Other 

Total Misc Special &C Surety 
82,290 2,760 11,010 68520 
AGD Yo: 
3.191% 1.93% 1.93% 3.44% 

AGD Charge: 
2,626 53 212 2,360 

4. AGD - MISC Insurance Exp Y-T-D Actual @04/30/02 $ 1,997 

5. AGD - Pro Forma Annualized Misc Insurance Expense 
(Line 4 * 3 ) 

6. AGD - Pro Forma MISC INSURANCE EXP Adjustment 

(Line 3 - Line 5) 

DIRECTORS & OFFICERS (D&O) / Fiduciarv 
E. 1. CITIZENS - D&O/Fiduciary Insurance Exp/Premium - Actual @12/31/01 

2. AGD - D&O/Fiduciary Insurance Premium Factor - Actual @12/31/01 
(AGD # of Employees Budget '2001 /Total CITIZENS Employees Budget '2001) 

3. AGD - D&O/Fiduciary Insurance Exp - Actual @ 12/3 110 1 
(Line 1* Line 2) 

4. AGD - D&O/Fiduciary Insurance Exp Y-T-D Actual @04/30/02 

5. AGD - Pro Forma Annualized D&O/Fiduciary Insurance Expense 
(Line 4 * 3 ) 

6. AGD - Pro Forma D&O/Fiduciary INSURANCE EXP Adjustment 

(Line 5 - Line 3) 

F. 1. AGD Natural Account to FERC Adjustment for INSURANCE Exp @ 12/31/01 

2. AGD Natural Account to FERC Pro Forma Adjustment for INSURANCE Exp 

$ 5,992 

$ 3,366 

$ 596,680 

1.93% 

$ 11,516 

$ 6,358 

$ 19,073 

$ 7,557 

$ 166 

$ 11 
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G. 1 .  Total AGD - INSURANCE EXPENSE @? 12/31/01 e 
(Line A4 + Line 8 3  + Line C3 + Line D3 +Line E3 +Line F l )  

2. Total AGD - Pro Forma INSURANCE EXPENSE Adjustment 
(Line A7 + Line B6 + Line C6 + Line D6 + Line E6 + F2) 

3 .  Total AGD - Pro Forma INSURANCE EXPENSE 
(Line GI + Line G2) 
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Insurance Expense 

$ 102,781 

$ 11,255 

$ 114,036 
"I 



ARIZONA GAS DIVISION 
Injuries and Damages Expense 

For the Pro Forma TEST YEAR @ December 31,2001 

a -  GENERAL LIABILITY - 
A. 1. CITIZENS General Liability Premium (all operations) - ACTUAL 12/31/01 

2. AGD PL&PD General Liability Factor - ACTUAL 12/31/01 
( ('2001 PLAN AGD # of Customers / '2001 PLAN Total CUC # of Customers) * connection rate of .74220) 

3. AGD - General Liability Premium Charges Distribution - ACTUAL 12/31/01 
(Line 1 * Line 2) 

4. AGD - General Liability Premium Charges Distribution - ACTUAL through 04/30/02 

5 .  AGD - General Liability Premium Charges Distribution - Annualized through 12/3 1/02 
(Line 4 * 3) 

6. AGD - General Liability Premium Charges Distribution - Pro Forma Test Year Adjustment 
(Line 5 - Line 3) 

EXCESS LIABILITY 
B. 1. CITIZENS Excess Liability 1st LAYER Premium (all operations) - ACTUAL 12/31/01 

2. AGD Excess Liability 1st LAYER Premium Factor - ACTUAL 12/31/01 
(ACTUAL 12/31/01 4-FACTOR Restated for Excess Liability Pool (all operations)) 

3. AGD Excess Liability 1st LAYER Premium Distribution - ACTUAL 12/31/01 
(Line 1 * Line 2) 

4. 

5 .  

AGD Excess Liability 1st LAYER Premium Distribution - ACTUAL through 04/30/02 

AGD Excess Liability 1st LAYER Premium Distribution - Annualized for 12/31/02 
(Line 4 * 3) 

6. AGD Excess Liability 1st LAYER Premium Distribution - Pro Forma Test Year Adjustment 
(Line 5 - Line 3) 

7. CITIZENS Excess Liability 2nd LAYER Premium for All Operations - ACTUAL 1213 1/01 

8. AGD Excess Liability 2nd LAYER Premium Factor - ACTUAL 12/31/01 
(ACTUAL 12/31/01 4-FACTOR Restated for Excess Liability Pool for All Operations) 

9. AGD Excess Liability 2nd LAYER (All Ops) Premium Distribution - ACTUAL 12/31/01 
(Line 6 * Line 7) 

10. AGD Excess Liability 2nd LAYER (All Ops) Premium Distribution - ACTUAL through 04/30/02 

11. AGD Excess Liability 2nd LAYER (All Ops) Premium Distribution - Annualized for 12/31/02 
(Line 10 * 3) 

12. AGD Excess Liability 2nd LAYER (All Ops) Premium Distribution - Pro Forma Test Year Adjustment 
(Line 11 - Line 9) 

Exhibit-RJM-03 
CCC-AGD 

Docket No. G O 1 0 3 2 - O Z -  

Injuries Damages Exp 

$ 3,289,944 

2.5 3 0% 

83,236 

25,519 

76,556 

(6,680) 

I ,624,5 18 

2.340% 

38,014 

23,899 

71,696 

33,682 

144,700 

1.9 1 0'4, 

2,764 

(2,7641 

Page 1 of 2 



ARIZONA GAS DIVISION 
Injuries and Damages Expense 

For the Pro Forma TEST YEAR Q December 31,2001 

Line # e -  13. CITIZENS Excess Liability 2nd LAYER Premium for Gas Operations only - ACTUAL 12/31/01 

14. AGD Excess Liability 2nd LAYER Premium Factor - ACTUAL 12/31/01 
(ACTUAL 12/31/01 4-FACTOR Restated for Excess Liability Pool for Gas Operations only) 

15. AGD Excess Liability 2nd LAYER (Gas Ops Only) Premium Distribution - ACTUAL 12/31/01 
(Line 6 * Line 7) 

16. AGD Excess Liability 2nd LAYER (Gas Ops Only) Premium Distribution - ACTUAL through 04/30/02 

17. AGD Excess Liability 2nd LAYER (Gas Ops Only) Premium Distribution - Annualized for 12/31/02 
(Line IO * 3) 

18. AGD Excess Liability 2nd LAYER (Gas Ops Only) Premium Distribution - Pro Forma Test Year Adj 

19. AGD TOTAL Excess Liability (1st & 2nd Combined) Premium - PRO FORMA Test Year Adjustment 
(Line 6 + Line 12 + Line 18) 

WORKER'S COMPENSATION 
CUC Actual 12/31/2001 Workers Compensation Premium C. 1 .  

2. AGD Workers Compensation Cost ACTUAL @ Dec. 31,2001 
(Citlzens Prem~um/Salary Basis 85 a % MIX Clencal /Field * Ra!e(Clencal /Field) * Expenence Modifier * %of Total Worker's Comp Premium Pool) 

Labor Category Premium Basis Class Rate Exp Modifier Earned Premium 
Clerical $2.804M 0.27 0.87 $ 7,458 
Sales 0 0 0 $ -  
Gas $4.323M 2.43 0.87 $ Jl0,EO 

$ 118,208 

Earned Premium Weighted 
$ 118,208 0.52 $ 61,629 

3. AGD Workers Compensation Cost ACTUAL through 04/30/02 

4. AGD Workers Compensation Cost Annualized for 12/31/02 
(Line 3 * 3) 

5.  AGD Workers Compensation Cost PRO FORMA Test Year Adjustment 
(Line 4 - Line 2) 

D. 1. AGD Natural Account to FERC reclass Adjustment for INJURIES & DAMAGES Exp @, 12/31/01 

2. AGD Natural Account to FERC reclass Pro Forma Adjustment for INJURIES & DAMAGES Exp 

E. 1. 

2. 

e 3. 

Total AGD - INJURIES & DAMAGES EXPENSE @ 12/31/01 
(Line A3 + Line B3 + Line B9 + B15 + Line C2 + Line D1) 

Toatl AGD - Pro Forma INJURIES & DAMAGES EXPENSE Adjustment 
(Line A6 + Line B19 + Line C5+ Line D2 ) 

Total AGD - Pro Forma INJURIES & DAMAGES EXPENSE 
(Line E l  + Line E2) 
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Injuries Damages Exp 

$ 133,650 

4 1.325% 

$ 55,231 

$ 20,894 

$ 62,681 

$ 2,489,984 

$ 61,629 

$ 27,112 

$ 81,335 

$ -19,706 

$ (12,468) 

$ 

$ 228,406 

$ 54,158 

$282,564 - 
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EXHIBIT-RJM-04 
Citizens Communications Co. - AGD 

Docket No. G-OI032A-02- 
Summary Emp Welfare & Pension 

Employee Welfare Benefits & Pension Expense 
AGD Employees PRO FORMA Test Year Calculation 

@ December 31,2001 

Test Year 
ACTUALS 

Emp Benefits (Union & Non-Union): 
Medical & Dental $ 982,909 

Vision $ 20,855 

EAP /Flex Admin $ 6,392 

Long Term Disability $ 11,754 

Life $ 34,552 

CIP / IDClP $ 122,841 

401 -K $ 179,561 

Pension $ 339,406 

Post Retirement Ben $ 33,281 

RECLASS FERC / Natural $ 8,453 

TOTAL $ 1,740,003 

Pro Forma 
Adjustme nts 

$ (64,349) 

$ (1,055) 

$ 474 

$ 24,638 

$ (16,186) 

$ 239,576 

$ (36,875) 

$ 214,507 

$ 9,022 

!2 - 

Pro Forma 
EXPFNSE 

$ 918,560 

$ 19,800 

$ 6,866 

$ 36,392 

$ 18,366 

$ 362,417 

$ 142,686 

$ 553,913 

$ 42,303 

$ 8.453 

$ 369,753 $2,109,756 
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Citizens Communications - AGD 

Docket No. G-lO32A-02- 
Administrative Expense 

TOTAL ADMINISTRATIVE OFFICE Pro Forma Expense & Adjustments 

Arizona Gas Division 

Total Admin Expenses @ 12/31/01 $ 47,795,733 

Total Admin Expenses Charged to NAGD @ 12/31/01 $ 1,726,142 

Previously Disallowed and/or Contentious Items $ (160,743) 

Removal of Depreciation Expense /Carrying Cost $ (374,039) 

Pro Forma GRlFFlTH & Paulden Line Adj $ (19,645) 

Pro Forma 04/30/02 Actuals Adjustment $ (24,245) 

ORCOM Implementation & Operation Adj $ (26,900) 

ADP Services Adj $ 42,230 

SAP Ongoing Operations & Maintenance Adj $ 37,200 

Total Pro Forma Adjustment $ (526,142) 

Total Pro Forma Admin Expense $ 1,200,000 

Page 1 of 4 
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Citizens Communications - AGD 

Docket No. G-l032A-02- 
Administrative Expense 

STAMFORD ADMINISTRATIVE OFFICE Pro Forma Expense & Adjustments 

Arizona Gas Division 

Total SA0 Expenses @ 12/31/01 $ 34,080,178 

SA0 Expenses Charged to NAGD @ 12/31/01 $ 1,148,857 

Previously Disallowed and/or Contentious Items $ (135,818) 

Removal of Depreciation Expense $ (346,422) 

Pro Forma GRlFFlTH & Paulden Line Adj $ (13,200) 

Pro Forma 04/30/02 Actuals Adjustment $ (218,054) 

Total Pro Forma Adjustment $ (713,494) 

Total Pro Forma SA0 Expense !6 435.363 

Page 2 of 4 
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Citizens Communications - AGD 

Docket No. G-1032A-02- 
Administrative Expense 

PUBLIC SERVICE OFFICE Pro Forma Expense & Adjustments 

Arizona Gas Division 

Total PSO Expenses @ 12/31/01 

PSO Expenses Charged to NAGD @ 12/31/01 

Adjustmmk 
Removal of Depreciation Expense 

ORCOM Implementation & Operation Adj 

CIP Adjustment 

ADP Services Adj 

SAP Ongoing Operations & Maintenance Adj 

Pro Forma GRlFFlTH 8. Paulden Line Adj 

Pro Forma 04/30/02 Actuals Adjustment 

Total Pro Forma Adjustment 

Total Pro Forma PSO Expense 

RECIASS between FERC & Natural Account 

Total Adjusted Pro Forma PSO Expense 

Page 3 of 4 

7,823,355 

419,278 

(23,508) 

(26,900) 

(22,367) 

42,230 

37,200 

(4,641) 

275,772 

$ 277,786 

$ 697,064 

$ 8,150 

$ 705,2 14 
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Administrative Expense 

LOCAL AREA I WIDE AREA I E-MAIL NETWORKS Pro Forma Exp & Adjstmnts 

Total LAN WAN EMAIL Srvc Expenses @ 12/31/01 

AN WAN EMAIL Srvc Expenses Charged to NAGD @ 12/31/01 

Removal of Depreciation Expense 

CIP Adjustment 

Removal of Carrying Cost 

Pro Forma GRlFFlTH & Paulden Line Adj 

Pro Forma 04/30/02 Actuals Adjustment 

Total Pro Forma Adjustment 

Total Pro Forma SA0 Expense 

$ 5,892,200 

$ 158,007 

$ (98,584) 

$ 59,423 
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Direct Testimony of Kevin H. Doherty 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

EXECUTIVE SUMMARY - KEVIN H. DOMERTY 

Kevin Doherty is a Regulatory Manager for Citizens Communications 

Company (“Citizens”). Mr. Doherty is testifying to several items that 

contribute to the revenue requirement in this case, relating to both rate base 

and income statement (revenues and expenses) adjustments. 

Mr. Doherty is sponsoring the summary of the rate base (the 

investment that is multiplied by the required rate of return to provide the 

required revenue level). He is also responsible for several of the specific 

items comprising rate base. The items that Mr. Doherty is sponsoring 

include utility plant in service, such as gas distribution mains and services. 

Mr. Doherty is also providing testimony on accumulated depreciation and 

various customer contributions and advances that reduce the overall rate 

base. I n  addition, he presents rate base components relating to customer 

deposits, materials and supplies, and the “Warm Spirit Program‘‘ (a program 

to assist low-income customers, which is describe in Company witness 

Smith‘s testimony). Other rate base items in Mr. Doherty’s testimony 

concern gains on sales of utility assets and treatment of costs incurred with 

Citizens’ Y2K preparedness activities. 

Rate base testimony is presented both for the original cost of the plant 

and, in accordance with Arizona constitutional requirements, for the fair 

value based on a calculation of reproduction cost new for the same 

components. These components are included in the overall rate base 

identified in the standard filing requirements. 

Mr. Doherty also testifies to the summary of the Arizona Gas Division‘s 

(“AGD‘s’’) income statement and the summary of the adjustments to that 

income statement. He sponsors a number of adjustments to total recorded 

revenues, showing the effect on both present and proposed rates. 
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Docket No. G- 01032A-02- 

I n  addition, Mr. Doherty is responsible for several expense items that 

affect the income statement. He supports an adjustment for uncollectible 

expenses and for annualized interest for customer deposits. Based on 

depreciation rates that Company witness Dr. Ronald White developed and 

the plant balances as of the end of the test year, Mr. Doherty calculated a 

decrease in depreciation expense. 

Recently, as a cost-cutting measure, Arizona Gas personnel relocated 

from the administrative office on Yale Street to  a leased facility. The AGD 

has made adjustments to remove the Yale Street building from its plant and 

other related costs, and to include the lease expense as one of its operating 

expenses. Another adjustment that Mr. Doherty is testifying to  relates to  

the gain realized from utility assets that have been sold, which corresponds 

with one of the rate base adjustments. 

Mr. Doherty is also sponsoring testimony relating to Y2K expenses. 

The Arizona Corporation Commission (“Commission”) has authorized the 

Company to  defer costs it incurred in connection with ensuring Y2K 

compliance. I n  this case, the Company is proposing to amortize those costs 

over five years, and to earn a return on the unrecovered portion of Y2K 

expenses by including them in rate base. Finally, Mr. Doherty is presenting 

the additional costs that the AGD will incur as a result of the June 30, 2002, 

increase in postage rates. 

Under the Commission’s standard filing requirements, the AGD must 

present certain historic financial data, such as comparative balance sheets, 

income statements, and operating statistics. Mr. Doherty is sponsoring the 

comparative financial schedules that comply with that section of the filing 

requirements. 
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[NTRODUCTION 

Please state your name and business address. 

My name is Kevin H. Doherty. My business address is Citizens 

Communications Company, 3 High Ridge Park, Stamford, Connecticut 

06905. 

By whom are you employed and in what capacity? 

I am employed by Citizens Communications Company (“Citizens”) as a 

Reg u I a tory Acco u n t i n g Ma nag e r . 

Please describe your current duties and responsibilities. 

I am responsible for the preparation of regulatory studies for Citizens‘ 

Public Service Sector, which includes both the Northern Arizona Gas 

Division (“NAGD”) and the Santa Cruz Gas Division (“SCGD”), collectively 

referred to as the Arizona Gas Division (‘AGD” or “Company”). I n  addition, 

periodically I appear in regulatory proceedings on behalf of Citizens, and 

present testimony and exhibits supporting applications that have been filed. 

Please summarize your educational background. 

I graduated from Pace University in 1987 with a Bachelor of Business 

Administration degree in Accounting, and I am currently enrolled in Pace 

University’s MBA program. I have attended numerous seminars and 

presentations that addressed accounting, rates and other financial matters. 
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Please describe your work experience. 

From 1987 to 1989, I was employed by Arthur Young and Company as a 

Staff Auditor. I participated in audits for clients in the manufacturing, 

energy, and defense industries. I have been employed by Citizens since 

1989. From 1989 until 1994, I held the position of Senior Capital Asset 

Accountant, responsible for preparation of various plant in service and 

depreciation reports, and I provided data for rate proceedings and certain 

bond indenture requirements. I n  1994, I was promoted to Senior 

Regulatory Accountant and participated in rate proceedings in the states of 

Ohio and Illinois. In  1995, I was promoted to  Regulatory Specialist, and 

testified on rate base in rate proceedings in the states of Pennsylvania and 

Arizona. I n  1998, I joined a Citizens-wide team responsible for the 

implementation of an integrated accounting software system. I n  1999, I 

accepted a position as Manager of Regulatory Accounting. I n  2002, I 

testified in a rate proceeding in the state of Vermont. 

What areas will you address in this testimony? 

I am presenting certain items included in Schedule B of Arizona’s standard 

filing requirements relating to  rate base, certain operating expense items 

included in Schedule C of the standard filing requirements, and all of the 

financial statements and statistical schedules contained in Schedule E of the 

standard filing requirements. These schedules were filed as part of this 

rate application and are found in their own bound volume. With respect t o  

rate base, I will address the following: 

0 Summary of Rate Base Elements 

0 Gross Utility Plant in Service 

o Original Cost 
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0 Reproduction Cost New (‘RCN“) 

a Accumulated Depreciation 

a 

a Amortization of CIAC 

a 

a 

e 

a Y2K Deferred Costs 

Contributions in Aid of Construction (‘CIAC”) 

Customer Deposits, Materials & Supplies, and Warm Spirit 

Advances in Aid of Construction (“AIAC”) 

Gain on Sale of Property 

The summary of all rate base components, including those that I am 

supporting, is set forth in Schedule B-1, which is described below. 

With respect to  operating expenses, I am sponsoring Schedule C-1, which 

shows the recorded, adjusted, and pro forma income statement at  present 

and proposed rates, and Schedule C-2, which summarizes the income 

statement pro forma adjustments made to the test year. I will also address 

the following specific adjustments to Schedule C-2: 

a Revenue adjustments (Schedule C-2, Adjustment A), 

0 

o 

o 

Elimination of Unbilled Revenue (Adjustment A-6), 

Adjustment to Detailed Bill Calculation (Adjustment A-7), 

Adjustment to  Detailed Public Authority Calculation 

(Adjustment A- 8), 

Elimination of Prior Year PGA Adjustment (Adjustment A- 0 

911 

o Correction for April Revenue, Not Recorded (Adjustment 

A-lo), 

0 Miscellaneous Adjustments to  Reconcile (Adjustment A- 
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Depreciation Expense (Adjustment I), 

a 

0 

Uncollectible Expense and Interest on Deposits (Adjustment C), 

Lease Expense for New Office Facilities (Adjustment J), 

Amortization of Gain on Sale of Property (Schedule B-12, 

Adjustment M), 

Maintenance Expense Related to Gas Supply Line (Adjustment 0 

N), 
Y2K Expense (Adjustment 0), and 

0 Postage Expense (Adjustment P). 

I will also present Schedule C-3, which computes the Gross Revenue 

Conversion Factor. As discussed in the testimony of Messrs. Cohen and 

Smith, Citizens is seeking to  consolidate its NAGD and SCGD properties for 

ratemaking purposes. Therefore, the rate base, revenue, and operating 

expense adjustments that I am sponsoring were calculated based on the 

separate recorded amounts for the two properties, and then were combined 

into the consolidated AGD amounts that are shown on the schedules in this 

filing. 

RATE BASE 

Q. Please describe Schedule B-1, containing the Summary of Rate Base 

Elements. 

Schedule B-1 summarizes the components of rate base on both a net 

recorded original cost and a depreciated reproduction new cost basis. The 

supporting details and calculations of the various components of rate base 

are contained in subsequent schedules in Section B. 

A. 
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Please discuss Gross Utility Plant in Service. 

Schedule 8-2 is a one-page exhibit that displays the pro forma original cost 

net plant in service for the test year that ended December 31, 2001. It 

includes the adjusted plant in service and accumulated depreciation for the 

AGD that are developed in Schedules B-5A and B-5B, respectively. 

I s  the Company including any amounts for acquisition adjustments in its 

revenue requirement in this proceeding? 

No, it is not. 

Where are the amounts associated with the acquisition adjustments 

reflected on the Company’s accounting records? 

The amounts are shown in Account 114, Plant Acquisition Adjustments, 

which are not part of the Utility Plant in Service that is included in Account 

107. 

Did the Company make any adjustments to any rate base or expense 

elements included in the rate application that are related to  the acquisition 

adjustments? 

Yes, the Company has removed the Accumulated Deferred Income Taxes 

(“ADIT”) associated with the acquisition adjustment from the recorded ADIT 

in its application. These adjustments are included on Schedule 8-7 and 

supported by the testimony of Mr. Apuzzo. 
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I s  the Company requesting that any Common Plant be allocated to or from 

the AGD in this proceeding? 

No, it is not. Citizens has administrative operations in Stamford, New 

Orleans and Rochester, where work is conducted for the benefit of the AGD. 

However, the Company has not included any utility plant in service from 

these administrative operations in its calculation of rate base in this 

proceeding, as shown on Schedule 8-2, Line 2, and on Schedule B-3. I n  

prior rate cases in Arizona, some of the items included as part of Common 

Plant have been contested. I n  addition, the plant value has been 

sufficiently depreciated so that the net plant amount is not significant when 

allocated to the AGD in this proceeding. For these reasons, the Company 

has elected to remove these elements from rate base for this filing. 

Removing these elements reduces the overall revenue requirement in this 

proceeding . 

Has the Company also excluded Common Plant allocations among its 

Arizona Operations, such as the gas and electric divisions? 

Yes, it has. These amounts are small and would tend to  offset each other. 

Again, rather than burden this proceeding with those items, the Company 

has decided to  forego those allocations in this rate proceeding. I n  general 

this means that there is no allocation of AGD plant to Citizens’ electric 

operations and no allocation of Citizens’ electric plant t o  its AGD operations. 

Please describe Schedule 8-4. 

Schedule 8-4 is a one-page exhibit showing the Trended RCN plant and 

accumulated depreciation for the AGD. The Arizona Constitution requires 

that the Arizona Corporation Commission (“Commission”) set utility rates 
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on the basis of a "fair value". Historically, this was established using a rate 

base that was equally weighted with net original cost and depreciated 

reproduction cost new ("RCN"). This schedule complies with that 

requirement by showing plant and accumulated depreciation calculated by 

trending original cost to produce a RCN. (In Mr. Mason's testimony, he 

explains the methodology for deriving the trended RCN plant amounts.) 

The RCN Plant in Service is brought forward from Schedule 8-5, described 

below. On that schedule, I derive the ratio of depreciable RCN plant to 

depreciable original cost plant. Multiplying that ratio by the amount of 

original cost accumulated depreciation (from Schedule B-58) produces the 

amount of RCN accumulated depreciation. 

What does Schedule 8-5 show? 

Schedule B-5 is a one-page summary exhibit identifying pro forma original 

cost and RCN as of December 31, 2001, by major plant account. This 

schedule serves two purposes. First, it shows the detail plant account data 

that are summarized on Schedule B-1. Second, it shows the detail of the 

total RCN (on Schedule 8-4), consistent with the Arizona constitutional 

requirement to present a fair value rate base. The original cost plant 

amounts on Schedule B-5 are developed on Schedule 8-5A. The RCN 

amounts on Schedule 8-5 are developed on Schedule B-5C. 

Please describe Schedule B-5A. 

Schedule B-5A starts with the recorded original cost plant amounts, 

categorized by major plant accounts, and shows the pro forma adjustments 

to plant in service. Finally, this schedule presents the pro forma plant 

balance as of the end of the test year. 
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Please discuss the first pro forma adjustment, relating to the Griffith 

Transportation Agreement. 

As Mr. Smith describes in his testimony, Griffith is an electric generating 

facility with which the NAGD has a contract to provide facilities and certain 

services for 20 years. The Commission approved the contract between 

NAGD and Griffith conditioned on the requirement that the NAGD remove 

all associated revenues, expenses, plant investments and related amounts 

in any subsequent regulatory proceeding. The NAGD has recorded all 

Griffith plant under a separate code in the plant accounts to ensure that 

such plant can be removed in the regulatory process. Similarly, the NAGD- 

has maintained accumulated depreciation under a separate code to permit 

removal. Adjustment A, Column 3 on Schedule 8-SA, reflects adjustments 

to plant to remove all Griffith-related plant investments. (Schedule 8-58, 

discussed below, reflects the associated adjustments to accumulated 

depreciation associated with this and other pro forma plant adjustments.) 

Please discuss Adjustment 6, Column 4, relating to the SCGD Supply Line. 

Citizens’ Santa Cruz Electric Division (’‘SCED”) owned a gas supply pipeline 

that was used to provide natural gas to fire its electric generators. SCED 

has recently transferred this asset to the SCGD to ensure that all gas plant 

assets are held by the AGD. The assets related to the supply pipeline have 

been identified, and are included as SCGD plant as shown in Column 4 of 

Schedule 8-5A. The related accumulated depreciation is shown on 

Schedule 8-58. 
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Please discuss Adjustment D, in Column 6, Schedule B5-A, relating to the 

NAGD Paulden Line. 

NAGD constructed six miles of 8-inch pipeline for the specific purpose of 

supplying natural gas to NutriSource, LLC, a company that was developing 

the Paulden Greenhouse Facility for the production of greenhouse 

tomatoes. Unfortunately, the company’s venture was unsuccessful, and 

NutriSource is no longer in business in Paulden, Arizona. While this pipeline 

does serve a handful of customers, the AGD has removed this pipeline from 

plant in service for purposes of this proceeding. Column 6 of Schedule B- 

5A reflects the removal of the Paulden Line from the plant accounts. 

Please discuss Adjustment E in Column 7, relating to  Plant Retirements. 

Following the test year, Citizens conducted a physical inventory of its 

Arizona General Plant accounts and also made a review of the plant 

accounting property records to determine if there were any assets on the 

AGD books that should be retired. As a result of these activities, the 

Citizens determined that approximately 1. l0/o of total plant, $2.6 million, 

should be retired. The AGD will formally retire the assets so identified 

during the current fiscal year. I have reflected these retirements as a 

reduction to plant in service in Column 7 of Schedule B-5A (and the 

corresponding symmetric reduction to accumulated depreciation). 

Please describe Adjustment F in Column 8, relating to the Yale Street 

Building. 

As discussed in Mr. Smith’s testimony, as a cost-cutting measure, the AGD 

recently moved out of its administrative office building located on Yale 

Street and has moved into a leased facility. Both buildings are located in 
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Flagstaff, Arizona. The Yale Street building and associated assets have 

been identified, and I have removed those assets and the related 

Accumulated Depreciation from Plant in Service in Column 8 of Schedule B- 

5A and on Schedule B-5B respectively. I n  addition, Mr. Apuzzo has made 

an adjustment for the ADIT related to that plant and I have included the 

lease amount for the new facility as an expense in this proceeding. 

Please discuss Adjustment G in Column 9, relating to  Allowance for Funds 

Used During Construction (“AFUDC”). 

As discussed in Mr. Mason’s testimony, the Company (as well as other 

Citizens properties in Arizona) is required to adjust its AFUDC rate 

consistent with the settlement agreement that the Commission approved in 

Decision No. 61848, issued July 1999. To conform to the proper 

procedures outlined in the AFUDC Order, the AGD has revised its test year 

plant accounts, These revisions are shown in Column 9 of Schedule E-5A 

Please describe the adjustments in Column 11 for Account Corrections. 

These adjustments reflect the transfers of plant amounts among accounts 

that result in a zero balance on the total plant line, Line 39. Dr. White, the 

Company‘s depreciation expert, has recommended these adjustments as a 

result of his work in connection with his Depreciation Study. 

What is shown on Schedule B-5B? 

Schedule 8-58 starts with the recorded original cost accumulated 

depreciation, categorized by major plant accounts, and shows the pro 

forma adjustments corresponding to  each of the pro forma plant 

adjustments contained in Schedule B-5A. Finally, this schedule presents 
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the pro forma accumulated depreciation as of the end of the test year. The 

adjustment columns (Columns 3-11) mirror the columns as described in 

connection with Schedule B-5Af above, with the exception of Column 11 for 

the Account Corrections. This column also includes two adjustments that 

remove debit balances in Account 365.10 in the amount of $5 and in 

Account 389 in the amount of $5,618. These amounts were incorrectly 

recorded in those accounts in prior years. 

Please describe Schedule B-5C. 

Page 1 of Schedule B-5C shows the RCN plant amounts, by major plant 

account and by business area. I n  addition, the adjustments to plant shown 

on Schedule B-5A are trended and shown in Column 9. Page 2 of the 

schedule reflects a summary of the original cost plant in service by each 

business area that was used to determine the RCN amounts described 

e a r k  in my testimany. This is prov’ded to verify that the Company has 

included all plant in its calculation of the RCN used to determine the Fair 

Value Rate Base. These amounts exclude the Griffith Plant adjustment. 

Please describe Schedule B-8. 

Schedule 8-8 is a one-page exhibit summarizing the rate base deduction for 

CIAC and related accumulated amortization. This exhibit shows the amount 

of CIAC, $8,467,783, and Accumulated Amortization, $1,733,000, at the 

end of the test year. 

Does the Federal Energy Regulatory Commission (“FERC”) Uniform System 

of Accounts require that CIAC amounts be offset against plant? 

Yes, it does. 
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Does AGD comply with that FERC requirement? 

Yes. The CIAC amounts are recorded as credits in the plant accounting 

system and are offset against the related plant amounts. This permits the 

Company to comply with the FERC requirement and also maintain the gross 

plant amounts with the related CIAC for presentation in rate applications. 

The CIAC amounts are shown on a gross basis for rate case presentation 

purposes and are amortized using the depreciation rates for the related 

accounts. The annual amortization amounts are offset against the 

depreciation expense amounts for the plant in compliance with the 

Commission practice in prior Citizens' rate cases. 

What is the CIAC accumulated amortization balance? 

The CIAC accumulated amortization balance a t  the end of the test year is 

$1,733,000, as shown on Column 5 of Schedule B-8. The annual 

arnortizat'm mwnt is calculated using the apprwecLdepreciatAm rate 
times the account balance, resulting in $214,928 for the test year, as 

shown in Column 4 of the schedule. 

What is included in Schedule 8-9? 

Schedule B-9 summarizes the monthly balances of several rate base 

components during the test year. These components are customer 

deposits, materials and supplies, and the Warm Spirit Program (a low- 

income program described in Mr. Smith's testimony). Consistent with prior 

rate cases, the amounts are reflected in rate base using an average of the 

thirteen monthly balances ending December 31, 2001. A companion 

adjustment for the annualized interest on customer deposits is included in 

pro forma test year operating expenses as Adjustment C of Schedule C-2. 
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Please describe Schedule B-10. 

Schedule B-10 summarizes the rate base deduction for customer AIAC. 

AIAC represents amounts of non-investor supplied capital received by the 

Company and used to  fund construction of utility plant. 

Please describe Schedule 8-12. 

Schedule B-12 contains a rate base deduction for deferred portions of gains 

realized from the sales of utility assets. I n  accordance with Commission 

policy, when utility assets are sold and removed from the provision of utility 

service, fifty percent of the after-tax gains are to be shared with 

ratepayers. 

I n  late 1998, Citizens sold an office building located on San Francisco Street 

in Flagstaff to a non-utility purchaser. The building would no longer be 

useful or necessary in providing utility service. The transaction produced 

an after-tax gain totaling $140,650. Fifty percent of that amount was 

credited to a regulatory liability pending its disposition in the next rate 

case. 

I n  November 2001, Citizens sold an office building in Cottonwood. That 

building was also removed from utility service. That sale produced an 

after-tax gain of $68,212. Fifty percent of that amount was credited to a 

regulatory liability pending disposition in the next rate case. 

What treatment does the Company propose for these gains on sale? 

The AGD proposes to amortize the combined $104,431 deferred customer 

share of the gains from the property sales over a period of five years and 
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reduce rate base by the unamortized amount. Accordingly, in this 

application, rate base is reduced by $104,431, with a corresponding 

negative amortization of $20,886 reflected in operating expense as 

Adjustment M on Schedule C-2. 

Please discuss the adjustment for Y2K costs. 

This adjustment relates to the Company’s allocated portion of Citizens’ 

expenses incurred with becoming Y2K compliant. It is the corresponding 

rate base amount associated with the amortization described as Adjustment 

0 to Schedule C-2, below. The Y2K costs and recovery that is being sought 

are discussed in more detail later in my testimony. 

OPERATING INCOME 

2* 
4. 

Q* 

A. 

What is shown on Schedule C - I ?  

Schedule C - I  contains the income statement for the test year ended 

December 31, 2001. Recorded amounts, pro forma adjustments for known 

and measurable changes, and the resulting pro forma test year amounts 

are shown for revenues, by class of service, and for operating revenue 

deductions by major function. The schedule also includes the effect of the 

requested revenue increase and the adjusted test year income statement a t  

proposed rates. 

Please explain briefly the computation of pro forma test year revenues and 

expenses. 

The ratemaking process involves the determination of a utility’s revenue 

requirement based on a test year that reflects a level of operating revenues 

and expenses and net plant investment that is representative of normal 
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conditions, free of any distortions. The rates to be derived are not 

necessarily intended to recover specific test year costs, but rather, similar 

costs expected to be incurred in the future. 

Pro forma adjustments are made to address any revenues or expenses that 

are not representative of the levels expected to occur during the period in 

which the new rates will be in effect. Such adjustments may be in the form 

of eliminations, annualizations, or normalizations. 

What are elimination, annualization, and normalization adjustments? 

Elimination adjustments are made to remove out-of-period items or items 

that are not costs or revenues related to the provision of utility service; 

thus, not includible in revenue requirements. 

Annualization adjustments are made to reflect the full, twelve-month 

revenue or expense levelof certain items of operating income. txamples 

include restating test year revenues to reflect customer levels at the end of 

the test year, adjusting payroll expense for the effect of salary adjustments 

or changes in employee levels since the beginning of the test year, and 

adjusting recorded depreciation expense to reflect the full effect of plant 

additions and retirements during the test year. 

Some costs that may be included in revenue requirements are incurred at 

intervals less frequently than annually, provide benefits extending beyond a 

single year, or reoccur in significantly different amounts each year. As a 

result, the amount recorded in the test year may not be viewed as 

“normal.” Normalization adjustments are made when a test year level of 
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revenues or expenses is not representative of what would be expected on 

an on-going basis. Examples include rate case expenses, bad debts 

expense, and the overtime percentage used in computing pro forma payroll 

expenses. 

Please describe Schedule C-2. 

Schedule C-2 consists of 19 income statement adjustments. The first two 

pages, (labeled “Page 1 of 2” and “Page 2 of 2”) summarize the pro forma 

adjustments appearing on Schedule C-1, column 5. The remaining pages 

show the detail of each pro forma adjustment that is reflected on the first 

two pages of Schedule C-2. Each of those pages is identified by the 

adjustment letter that corresponds to the letter shown below the column 

numbers on Schedule C-2, pages 1 and 2. 

REVENUE ADJUSTMENTS 

#C-2? 

4. Adjustment A consists of eleven items that increase or decrease recorded 

test year revenues. The adjustments are a combination of Commission- 

mandated filing requirements, as well as the normal adjustments made to  

recorded test year operating revenue. It should be noted that the revenues 

in column 1 of Schedule C-1 (to which the Schedule C-2 revenue 

adjustments are made) already reflect the removal of the Griffith revenues 

(shown on Schedule E-6B). 
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Please describe the process used to  determine if adjustments were 

required. 

First, we reviewed the recorded revenues for the NAGD and the SCGD to 

determine the amounts of revenue from monthly customer billings as 

reflected on the Monthly Revenue Analysis (“MRA”) and the amounts 

derived from other journal entries. Next, we developed a Bill Frequency 

Analysis (“BFA”) for each property, and compared those analyses with the 

monthly customer billing amounts. Finally, Mr. Harrison, the Company’s 

rate design witness, adjusted recorded revenues, where necessary, to  

reflect a normal test year for ratemaking in its presentation. 

Please describe the first revenue adjustment contained on Adjustment A of 

Schedule C-2. 

The reclassification of revenues for the SCGD, shown on Line 2, reflects the 

identification of customers to be included in the Public Authority and 

Industrial classifications. SCGU personnel identitied these customers, 

originally included in the Commercial class, to fit the criteria of the Public 

Authority and Industrial classes, which are new to the SCGD, and to 

conform to those at  the NAGD. Because both properties will have the same 

tariffs, it was necessary to reclassify the revenue and associated billing 

determinants for these customers. This reclassification does not change 

the total revenue amounts. 

Please describe Adjustment A-1. 

Adjustment A-1 on Line 3 removes all gas costs from the revenues of the 

AGD. The detail of this adjustment is shown on Page 2. The AGD revenue 

requirement is determined on a Gross Margin basis, because gas costs are 
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primarily recovered through operation of the Purchase Gas Adjustor 

(“PGA”) for each property. 

What is reflected in Adjustment A-2? 

Adjustment A-2 on Line 4 removes the New Service Area Multiple (“NSAM”) 

revenues from the recorded amounts. At its September 13, 2001 Open 

Meeting addressing the Company’s PGA surcharge request, the Commission 

directed the NAGD to cease billing the NSAM when it concluded its Build Out 

Program (then expected to occur early in 2002). The NAGD notified the 

Commission that its Build Out Program and NSAM would terminate as of 

January 1, 2002. Because the NAGD is no longer collecting this charge, the 

associated revenues need to be eliminated from recorded amounts for the 

test year. Mr. Harrison’s testimony supports the calculation of this amount, 

which is removed on Schedule C-2. 

- Please describe Adjustment A-3. 

Adjustment A-3 on Line 5 reflects the adjustment to gross revenues to 

weather normalize the recorded revenues. Related gas costs are shown on 

page 2 and are included in the gas costs removed in Adjustment A-1. Mr. 

Harrison supports both of these amounts in his direct testimony. 

- 

What does Adjustment A-4 show? 

Adjustment A-4 on Line 6 shows the gross revenue amounts necessary to 

reflect customer levels a t  the end of the test year. Related gas costs are 

shown on page 2 and are included in the gas costs removed in Adjustment 

A-1. Mr. Harrison supports both of these amounts in his direct testimony. 
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Please describe Adjustment A-5. 

Adjustment A-5 increases revenues for the “Tariff 32” revenues. The BFA 

identified a difference between the detailed billing determinants for this 

tariff class and the recorded amounts. After a review by the NAGD 

personnel, it was determined that the recorded revenues were understated 

and needed to be increased for the test year. 

What is Adjustment A-6? 

Adjustment A-6 on line 8 increases recorded revenues by removing the 

amount of unbilled revenues reflected by the AGD at the end of the test 

year, which is December 31, 2001. This adjustment is necessary since Mr. 

Harrison’s adjustment for weather normalization, shown as Adjustment A-3, 

includes an adjustment to account for unbilled revenues. 

Please describe Adjustments A-7, A-8, and A-9. 

Like Adjustment A-5, these minor adjustments conform recorded revenue 

amounts to those recorded in the MRA for the calendar year. These 

adjustments represent prior period adjustments or corrections to  restate 

the test year revenues to  be consistent with the sales and costs occurring in 

the test period. Mr. Harrison compares these revenues with those 

calculated by multiplying the existing rates and billing determinants. He 

computes a booked-to-billed ratio for each rate class in order to  develop 

appropriate rates. The approach replaces the reconciling percentage 

adjustment normally used in rate cases to  conform the recorded to  the 

calculated revenue amounts. 
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Please describe Adjustment A-10. 

Adjustment A-10 reflects the amount of an adjustment to NAGD revenues 

that NAGD personnel identified in May 2001, but that did not get recorded 

on that property’s books. This amount represents revenues received in 

April 2001 that, because of a change in meter reading schedules, were not 

included in the initial April summary of revenues reported to Accounting for 

April revenues. When the adjustment for these April 2001 revenues was 

reported after the monthly close, it was not included in the revenues for 

May 2001. Accordingly, recorded revenues for the test year are 

understated. This adjustment increases recorded revenues for this 

proceeding. The amounts at issue will be recorded in 2002. 

What does page 2 of Schedule C-2, Adjustment A show? 

Page 2 of Adjustment A reflects the gas costs related to each of the 

recorded revenues and revenue adjustments shown on Adjustment A, page 

1. The Company has shown both the gross revenue (on page I) and the 

gas costs (on page 2) for each adjustment to facilitate review. 

OPERATING EXPENSES 

Q. 

A. 

Please address the first operating expense item that you are sponsoring, 

relating to Uncollectible Expense and Interest on Deposits. 

Adjustment C reduces recorded test year bad debts expense and includes in 

operating expenses the annualized interest on customers’ deposits. 

The uncollectible, or bad debts, portion of Adjustment C reduces the test 

year recorded expense amount to a level reflective of pro forma adjusted 

customer-annualized, weather-normalized test year revenues and of the 
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average level of account write-offs, net of subsequent recoveries, 

experienced during the past three years. Since the portion of customer 

bills for the base cost of gas and the PGA are subject to  write-off, such 

amounts have been added to  the computational base. 

The portion of Adjustment C relating to  interest on customer deposits is 

related to the deduction of customer deposits from rate base, discussed in 

connection with Schedule B-9. It reflects the fact that such interest is 

typically recorded as a component of Other Interest Expense, which would 

not afford the Company the opportunity to recover such costs through the 

ratemaking process, absent this reclassification to operating expenses. The 

adjustment was computed based on the end-of-year balance of customer 

deposits and the prescribed rate of 6%. 

Please discuss Adjustment I, relating to  Depreciation Expense. 

Adjustment I in Schedule C-2 sets forth, by prime account, the AGD’s 

adjusted depreciation expense for the test year using the adjusted plant 

balance as of December 31, 2001, and the depreciation rates proposed by 

Dr. White. These factors result in a significant decrease to  the AGD’s 

depreciation expense. 

Please describe the next operating expense item, relating to Lease Expense 

for New Office Facilities. 

As noted above, subsequent to the test year, the AGD personnel relocated 

from the administrative office building located on Yale Street in Flagstaff, to  

a leased facility. This was a part of a cost-cutting approach adopted by 

AGD. Pro forma Adjustment 3 reflects the annual lease expense that is a 
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known and measurable cost that the Company will incur. This adjustment 

is related to the adjustment removing the net Yale Street assets from rate 

base. 

Is there any gain that will be recognized from the eventual sale of the Yale 

Street facility? 

The Company estimates that the Yale Street facility will be sold a t  a loss or, 

at best for an amount equal to the net book value of the assets to be sold, 

which will result in no gain. 

Please discuss Adjustment M, showing the Amortization on Gain on Sale of 

Property. 

This Adjustment is the expense adjustment that corresponds to the rate 

base adjustment on Schedule 8-12, as discussed above. 

What is Adjustment N, Maintenance Expense Related to Gas Supply Line? 

As discussed above in connection with Adjustment B to Schedule B-5Af 

Commission approval has been requested to transfer a gas supply pipeline 

from the SCED to the SCGD. The amounts shown on Adjustment N 

represent the Company’s estimate of expenses the AGD will incur to 

maintain that gas supply line. 

What does Adjustment 0, relating to YZK, represent? 

Adjustment 0 reflects the AGD’s allocation of expenses that Citizens 

incurred in connection with becoming Y2K compliant. On December 7, 

1998, on behalf of all of its Arizona properties, Citizens filed a request with 

the Commission seeking an accounting order permitting the deferral (for 
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future regulatory consideration) of costs Citizens incurred for Y2K activities. 

On January 29, 1999, the Commission issued Decision No. 61382, 

approving the Citizens' request. I n  accordance with that Decision, the AGD 

has been deferring the expenses incurred in connection with Y2K in a 

special regulatory asset account. 

Please describe Adjustment 0. 

Adjustment 0 shows the total (allocated) costs that the AGD incurred for 

Y2K activities. I have removed from the total the internal AGD payroll 

expenses associated with Y2K, since those costs are already included in 

payroll expense. 

Over what period does the Company propose to amortize these Y2K 

expenses? 

The AGD proposes to amortize the deferred Y2K expenses over five years. 

Therefore, the Company has included one-fifth of the total adjusted balance 

as pro forma test year operating expense adjustment. The unamortized 

balance of Y2K costs is included in rate base on Schedule B - I .  

Please explain the Postage Expense adjustment. 

The United States Postal Service has increased the cost of several classes 

of postage, effective June 30, 2002. Of relevance to this proceeding, bulk 

rates have increased 2.3 cents for both mail that the Company sorts by 

five-digit zip code and by the first three digits of the zip code. These 

represent the two applicable rates for AGD bills. To derive the amount of 

this adjustment, I multiplied the postal rate increase by the annual number 
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of bills (based on customer levels at  the end of the test year). Adjustment 

P increases test year postage expense by $33,130 to  reflect this known and 

measurable change. 

What is the Gross Revenue Conversion Faction shown on Schedule C-3? 

Once the Company calculates the operating income deficiency, it is 

necessary to convert that deficiency to the equivalent annual increase in 

revenues by use of the Gross Revenue Conversion Factor. This factor is 

necessary to reflect the fact that the additional revenues requested in this 

application will generate additional bad debts expenses, Federal and State 

income taxes, and other revenue-driven expenses. The Company must 

perform this gross-up procedure to ensure that, after deducting the 

additional taxes and other revenue-driven expenses from the additional 

revenues, the resulting incremental net operating income is equal to  the 

computed revenue deficiency. 

HISTORIC FINANCIAL DATA 

Q. 
A. 

What information is contained in Section E of this rate application? 

Section E contains a variety of recorded historical financial and statistical 

data for the AGD for the test year ended December 31, 2001, and for the 

years ended December 31, 2000, and December 31, 1999. I n  addition, 

this section contains the notes to  the financial statements and certain 

operating statistics. 
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:OM PARATIVE SCHEDULES 

Would you please describe each of the schedules contained in Section E? 

Schedule E-1  shows the AGD’s comparative balance sheets. Schedule E-2 

contains the AGD’s comparative income statement and Schedule E-3 shows 

the AGD‘s comparative statements of changes in financial position. 

Schedule E-4 would require a statement of changes in stockholders’ equity. 

Since the AGD is a division of Citizens, Schedule E - 4  is not applicable to the 

AGD. Schedule E - 5  shows the detail of utility plant in service a t  December 

31, 1999, December 31, 2000, and December 31, 2001, as well as net 

plant additions. Schedule E-6 shows the comparative operating income 

statements in detail, setting forth revenues by class of service and 

operating revenue deductions by major categories. Schedule E-7 presents 

various operating statistics for the AGD. Schedule E - 8  details taxes 

charged to the operation. The notes to the preceding financial statements 

are presented on Schedule E-9. 

Does this conclude your direct testimony at  this time? 

Yes, it does. 
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EXECUTIVE SUMMARY- ANTHONY J.  APUZZO 

Anthony Apuzzo is the Director of Tax and Actuarial Compliance for 

Citizens Communications Company ("Citizens"). Mr. Apuzzo is sponsoring 

testimony relating to accumulated deferred income taxes, or ADIT. ADIT 

reflects the tax effect of the differences between the books kept for 

regulatory purposes and the books kept for tax purposes. For example, 

Citizens is permitted to  deduct for tax purposes depreciation on an 

accelerated method, while it is required to record depreciation using a 

different method for regulatory purposes. The ADIT in this case serves to 

reduce the rate base on which a return is applied, thus reducing the revenue 

requirement in this proceeding. 

Mr. Apuzzo also testifies to  certain tax-related expense items. He 

presents the calculation of taxes other than income taxes, which consist of 

property and payroll taxes. He also discusses amounts related to tax 

refunds associated with pre-test year items that have been removed from 

test year expenses. Finally, Mr. Apuzzo sponsors the calculation of Federal 

and State income taxes. 
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2. 
4. 

Q. 
4. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name and business address. 

My name is Anthony Apuzzo. My business address is Citizens 

Communications Company, Three High Ridge Park, Stamford, Connecticut 

06905. 

By whom are you employed and in what capacity? 

I am employed by Citizens Communications Company ('Citizens") as 

Director, Tax and Actuarial Compliance. 

Please summarize your educational background. 

I graduated from Rochester Institute of Technology in 1984 with a Bachelor 

of Science Degree in Accounting. I am a CPA, certified in the State of 

Connecticut. 

- 

Please describe your work experience. 

I joined Citizens in 1987 as a staff Internal Auditor. I was promoted from 

Senior Auditor into the position of Supervisor, Financial Tax Accounting in 

1992. I n  1999, I was promoted into my present position. I have been 

responsible for all of Citizens' income tax accounting activity related to  the 

operating properties including the Northern Arizona Gas Division ('NAGD") 

and the Santa Cruz Gas Division ('SCGD") since 1992. 

What areas will you address in this testimony? 

I will present the calculation of the accumulated deferred income taxes 

("ADIT") included as Schedule 8-7 for the Arizona Gas Division ('AGD" or 

"Company"), which is comprised of the NAGD and SCGD. I will also testify 

to  the AGD's Taxes Other than Income (Adjustment H to Schedule C-2), 
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Prior Period Tax Refunds (Adjustment K to  Schedule C-2) and State and 

Federal Income Taxes (Adjustment S to  Schedule C-2). 

These schedules were filed as part of this application and are found in their 

own bound volume. 

What are deferred income taxes? 

Deferred income taxes represent the tax effect of differences that arise 

between the time periods when revenues and expenses are recognized for 

financial reporting purposes and when they are considered for income tax 

return purposes. For AGD, the largest such difference is that which exists 

as a result of the use of accelerated methods and shorter lives in 

computing tax depreciation, as compared with the manner in which book 

depreciation is computed. For this purpose, it is useful to  distinguish 

between “timing differences” and “permanent differences.” 

Please discuss the distinction between “timing differences” and “permanent 

differences . ” 
Timing differences represent disparities between book income before 

income taxes and taxable income that originate in one or more periods, 

and reverse or turn around, in one or more subsequent periods. Because 

public utilities are so capital intensive, the difference between book and tax 

depreciation is typically the largest timing difference affecting such 

corn panies. 
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Permanent differences represent disparities between book income before 

income taxes and taxable income, and do not reverse in subsequent 

periods. Examples of permanent differences include non-taxable interest 

income from municipal bonds and non-deductible lobbying expenses. 

Deferred income taxes are computed for timing differences, but not for 

permanent differences. The typical accounting for deferred income taxes 

involves recognition of a deferred income tax expense on the income 

statement, with a corresponding entry made to a balance sheet ADIT 

reserve account. As the timing differences reverse over time, the balance 

of the ADIT reserve account is also reversed. - 

Please describe Schedule B-7. 

Schedule B-7 consists of two pages. Page 1 of 2 is a summary page, which 

groups the various ADIT amounts by Federal and State components. Page 

2 of 2 shows the ADIT by component, as recorded and adjusted at  

December 31, 2001. Columns [ l ]  and [2] show the ADIT resulting from 

accelerated tax depreciation, Property, Plant & Equipment ("Plant'') 

retirements and capitalized basis differences for Federal and State 

components, respectively. Columns [3] and [4] show the advanced income 

taxes ('AIT") resulting from the requirement to capitalize interest for 

income tax purposes ("CAP Interest"). Columns [5] and [6] reflect the AIT 

required on Contributions-In-Aid-of-Construction ("CIAC"). Columns [7] 

and [8] reflect the subtotal of columns [ l ]  through [6]. Columns [9] and 

[ 101 reflect the AIT required on Advances-In-Aid-of-Construction ("AIAC"). 

For Columns [ 11 through [lo], the odd-numbered columns provide 

amounts associated with Federal taxes and the even-numbered columns 

provide amounts associated with Arizona State taxes. Column [ 111 shows 
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the ADIT amortized from the Federal Income Tax rate reduction in 1986, 

the State Income Tax rate reduction in 2001, and the ADIT for Schedule 

"M" items, which represent tax timing differences other than those related 

to Plant and AIAC. 

Please explain what the ADIT related to the accelerated depreciation 

represents. 

This ADIT results from the different rates and methods used in computing 

depreciation on Plant for income tax purposes as compared with the book 

rates and method used for computing book depreciation ("Method 

Difference"). This ADIT also includes the tax effect of the book-tax 

differences resulting from Plant retirements. These book-tax differences 

occur because, when Plant is retired, an income tax deduction is allowed 

for the remaining tax basis of the Plant while, under normal utility 

accounting, no deduction is recognized for book purposes. Rather, for book 

accounting, the retirement is reflected as a credit to Plant and a debit to 

the accumulated depreciation. This has no effect on expenses used to 

determine the operating income before income taxes for book purposes. 

Finally, this ADIT includes the impact of different book and tax amounts of 

overheads capitalized into the basis of Plant between book and tax. These 

differences are reflected as adjustments on Citizens' tax returns that result 

in ADIT a t  the time Plant is initially capitalized. These temporary book-tax 

differences will ultimately reverse in the future when depreciation is 

deducted at different amounts for book and tax reporting over the life of 

the Plant. 

Please explain what the AIT on CAP Interest represents. 

AIT on CAP Interest represents the amount of taxes paid as a result of the 
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requirement to assign interest t o  capital expenditures for the purpose of 

calculating income taxes. This requirement results in the prepayment of 

taxes that are recovered over the useful tax life of the Plant that was the 

basis for the initial CAP Interest and related tax payment. 

Please describe the AIT on CIAC. 

These amounts are the taxes paid by Citizens on CIAC amounts received in 

connection with the construction of plant. Citizens has paid these income 

tax amounts in the year of receipt and recovers them from the tax 

depreciation over the life of the CIAC plant. These are amounts of taxes 

paid in advance of taking the tax depreciation during the life of the Plant 

related to the CIAC. 
- 

Please describe the AIT on AIAC. 

These amounts are the taxes paid by Citizens on AIAC amounts received in 

connection with the construction of plant. Citizens receives advances in the 

form of either plant or cash. Under both forms of advances, Citizens pays 

income taxes and recovers those tax amounts when it makes refunds to 

customers pursuant to the advance contracts. Therefore, the book-tax 

difference is reflected in the liability for customer advances that has been 

recognized as taxable income when first received. 
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Please explain the amounts shown for the “RGSM” on Schedule 8-7, 

highlighted in footnote [a]. 

The Reverse South Georgia Method (“RSGM”) amounts represent the 

amount of ADIT that is directly related to  (i) the Federal Income Tax 

(“FIT”) rate reduction included among the changes contained in the Tax 

Reform Act of 1986 (“TRA-86”) and (ii) the State Income Tax (“SIT”) rate 

reduction in 2001. 

Please describe the FIT rate reduction as it affects ADIT. 

The reduction of the FIT rate from 46% to  34% meant that Federal income 

taxes deferred prior to  the TRA-86 at the 46% rate would be repaid to  the 

Federal government at  the new 34% FIT rate. The difference, if not 

addressed by regulators, would have been retained by the utility. 

Regulators have used one of several methods to  provide this difference to  

customers and maintain compliance with the Internal Revenue Code with 

regard to the Method Difference ADIT amounts. The Arizona Corporation 

Commission (“Commission”) has approved the RSGM to flow this difference 

back to customers. 

Please describe the SIT rate reduction as it affects ADIT. 

The reduction of the SIT rate from 7.968% to  6.968% in 2001 meant that 

State income taxes deferred prior to  2001 would be repaid to  the State of 

Arizona at  the new 6.968% rate. The difference, if not addressed by 
regulators, would have been retained by the utility. Consistent with the 

treatment of the excess Federal ADIT, the AGD is using the RSGM to flow 

the difference back to  customers. 

What is the total RGSM for FIT and SIT that is being flowed back to 
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customers? 

The amortization shown on line 7 of column [ll] passes an annual amount 

to  customers so that the difference will be eliminated over the remaining 

useful life of the Plant that was in place at  the time the tax rate changed. 

The amortization for the test year ended December 31,2001 is $12,791. 

Please describe the amount in column [ l l ]  shown on line 5, Other 

Schedule “M” Items. 

This amount represents the tax-effect of other book-tax timing differences 

(schedule “M” items) related to  amounts that are not already reflected in 

other columns on schedule 8-7. These amounts include Pension Expense, 

Medical benefits and other amounts that have been included in setting 

rates for the AGD. Consistent with prior rate applications in Arizona, I have 

used a four-year average to  calculate the amount of the ADIT for these 

Schedule M items for the 2001 test year, based on the most recent four 

years of Citizens’ income tax filings (1997 through 2000). 

- 

What adjustments have been made to the recorded ADIT for 2001? 

On Schedule 8-7, I have included adjustments on: 

e 

e 

Line 2---To reverse 2001 recorded ADIT estimates; 

Line +--TO update the recorded amounts to reflect full normalization 

as of December 31, 2000; 

Line 5---TO reflect the Schedule “M“ items for book-tax timing 

differences that are not included in the ADIT accounts recorded on 

the AGD‘s books; 

Line 7---To reflect an updated incremental estimate of ADIT for 2001; 

Line 8---To add ADIT for pro forma plant retirements; 

Line 9---To add ADIT associated with the removal of the Yale Street 

e 

e 

e 
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property from the rate case; 

Line IO---To remove ADIT associated with the recorded NAGD 

acquisition adjustments; 

Line 11---To remove ADIT related to  the Paulden Line Plant that has 

been removed from rate base in this application; 

Line 12---To remove ADIT relating to an Allowance for Funds Used 

D u ri n g Co n st r u ct i o n (“A F U D C”) ad j u st m e n t ; 

Line 13---To remove ADIT related to the Griffith Plant, which has 

been removed from rate base in this application; 

Line 14---To add ADIT related to the transfer of the Transmission 

Line from Citizens‘ Santa Cruz Electric Division to the SCGD; and 

Line 15 -To add ADIT related to the excess ADIT for Income Tax rate 

changes. 

Please describe the adjustment to  reverse the 2001 recorded ADIT 

estimate. 

The first step in calculating the ADIT adjustments in this case is to remove 

the amounts that Citizens recorded on its books as the estimated 

incremental ADIT for 2001. It should be noted that line 1, showing total 

recorded ADIT as of December 31, 2001, was adjusted in 2001 to reflect 

Citizens’ income tax return filings for tax year 2000. The item labeled 

“Subtotal” on line 3, therefore, shows the adjusted 2000 ADIT as reflected 

in the recorded 2001 balances. As discussed below, I adjust this recorded 
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2000 ADIT level by a number of items, including the most recent estimate 

of 2001 ADIT (shown on line 7) to derive the appropriate rate year ADIT 

amount. 

Please explain the adjustment to reflect full normalization under Financial 

Accounting Standards Board (“FASB”) 109 on line 4. 

The adjustment provides the amount needed to reflect in the balance of 

ADIT the tax effect of all cumulative book-tax differences related to Plant 

as of December 31, 2000, at current income tax rates. 

Why is the calculation based on the book-tax differences as of December 

31, 2000, instead of December 31, 2001? 

This calculation reflects the fact that the 2000 calendar year income tax 

return is the latest return that Citizens has filed. The 2001 income tax 

return will not be filed until September (Federal return) and October (State 

return) of 2002. The estimated deferred income tax for 2001 reflected on 

line 7 incorporates Citizens’ best estimate of a fully normalized incremental 

ADIT calculation for 2001. 

- 

How did you determine the normalization adjustment shown on line 4 of 

Schedule 8-7? 

The adjustment is based on comparing the recorded ADIT as of December 

31, 2000, (adjusted in 2001 to reflect the 2000 tax return filings) with the 

amount of ADIT computed under a full normalization calculation. This is 

accomplished by comparing the adjusted remaining tax basis of Plant with 

the adjusted remaining book basis of Plant. This difference is then tax- 

effected to arrive at the required level of ADIT under full normalization. 

The difference between the required level of ADIT and the adjusted 
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recorded balance of ADIT provides the amount of required adjustment as 

reflected on line 4. 

How do you arrive a t  the recorded ADIT as of December 31, 2000? 

As noted above, I derived the recorded ADIT a t  December 31, 2000, 

(adjusted for the 2000 tax return filings) by removing the amount recorded 

on the books during 2001 that relates to  the estimated 2001 incremental 

ADIT. This balance is reflected on line 3, Schedule 8-7, in columns [l] 

through [6]. 

Which columns of ADIT from Schedule B-7 are included in the recorded 

ADIT amounts for purposes of this adjustment? 

Columns [l] through [6], which are summarized in the subtotal columns 

[7] and [8], are used because only these columns reflect ADIT amounts on 

book-tax timing differences related to Plant. 

Does Schedule 8-7 illustrate the ADIT balance under full normalization after 

this adjustment? 

Yes. On line 6 in columns [7] and [8] this balance of Federal and State 

ADIT represents the tax effect of the cumulative net book-tax timing 

difference related to  Plant as of December 31, 2000. 

Please explain the estimated deferred income tax for 2001 on line 7. 

These amounts represent Citizens' best estimate of the 2001 incremental 

amounts of ADIT for each type of book-tax timing difference as reflected 

under each column of the Schedule 8-7. The amounts also incorporate the 

AGD's ratemaking adjustment to  recorded book depreciation in arriving a t  

the estimated ADIT for 2001. 
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Please explain the ADIT adjustments for the pro-forma Plant retirements. 

This adjustment, as reflected on line 8 of Schedule 8-7, is required to  

reflect the impact on ADIT of the AGD pro-forma Plant retirements that are 

described in Mr. Doherty’s testimony as an adjustment to Schedule 8-5A. 

ADIT is increased when Plant is retired because an income tax deduction is 

allowed for the remaining tax basis of the Plant that is retired, even though 

no book deduction is made for the same retirement. The ADIT increase on 

line 8 is the tax effect of the tax deduction that will be allowed for the 

remaining tax basis of the Plant that is being retired on a pro-forma basis. 

~ 

Please explain the ADIT adjustments for the Yale Street property and for 

other miscellaneous Plant adjustments. 

These adjustments, on lines 9, 11, 13, and 14, are necessary to adjust the 

ADIT to reflect the corresponding removal or addition to AGD Plant 

reflected as part of rate base adjustments presented in Schedule B-5A, and 

described in Mr. Doherty’s testimony. 

How were the ADIT adjustments for these Plant adjustments determined? 

Similar to the full normalization adjustment under FASB 109, the tax effect 

of the difference between net book basis and net tax basis comprises the 

ADIT adjustment. The basis was determined as of December 31, 2001, so 

that no additional adjustments would be required with respect to Citizens’ 

estimated ADIT for 2001 on line 7. That 2001 ADIT estimate on line 7 was 

made assuming that there were no Plant adjustments. 

Please describe your adjustment to ADIT relating to the NAGD acquisition 

adjustments. 

As Mr. Doherty states in his testimony, the test year rate base does not 
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include the acquisition adjustments related to: [ l ]  the Southern Union 

Gas's acquisition of what is now the NAGD; [2] Citizens' acquisition of 

NAGD from Southern Union Gas, or [3] a certain portion of the costs 

associated with the Transwestern Pipeline capacity in the early years of the 

contract with Citizens. I have reduced ADIT by the amounts relating to  

these items that have been removed from rate base. This adjustment is 

shown on line 10 of Schedule 8-7. 

The amount of ADIT removed is computed based on the accumulated 

depreciation/amortization taken on Citizens' tax returns for the acquisition 

adjustment from the date of acquisition through the test year (estimated 

for 2001). The amount of $10,067,009 (representing accumulated 

depreciation/amortization), tax-effected, yields the ADIT adjustment of 

$3,979,408, as reflected on line 10 of Schedule 8-7. This adjustment 

effectively reverses the ADIT associated with the cumulative tax deductions 

on this acquisition adjustment that is included as part of the amounts 

shown on lines 6 and 7 of Schedule B-7. 

Why is it appropriate to adjust ADIT for the NAGD acquisition adjustment? 

AGD is not permitted to earn a return on the portion of the initial 

investment of the Southern Union Gas operations that represents the 

premium paid for the property. This amount is commonly referred to  as 

the "acquisition adjustment" and is maintained on the books of AGD in the 

amount as ordered by the Commission. As a result of the exclusion of this 

acquisition adjustment in the Company's rate filing, any ADIT related to  the 

tax deductions taken on this amount should also be excluded from the rate 

filing. This treatment of ADIT is consistent with the Internal Revenue Code 

requirements and related regulations that address normalization for rate- 
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regulated uti Ii ty  com panies. 

Please explain your ADIT adjustment relating to the AFUDC adjustment. 

Mr. Mason discusses the Commission‘s Decision No. 61848, adopting a 

settlement agreement with respect to the treatment of AFUDC and of 

AFUDC in connection with the Federal Energy Regulatory Commission’s 

(‘FERC’s’’) Accounting Release No. 13. The AGD has made an adjustment 

to reflect the procedures that the Commission adopted in Decision No. 

61848. Mr. Doherty has adjusted rate base to  reflect the AFUDC 

modification, Line 12 of Schedule B-7 reduces ADIT consistent with the 

AFUDC rate base adjustment. - 

Please explain your adjustment for the excess ADIT for income tax rate 

changes. 

The ADIT adjustment on line 4 of Schedule B-7, and reflected in the 

balance on line 6 of columns [l] through [8] as of December 31,2000, was 

computed using current income tax rates. That adjustment effectively 

eliminated any excess ADIT that was reflected in the recorded balances 

shown on line 1. The adjustment on shown on line 15 reinstates the 

excess ADIT amounts that were reversed on line 4. 
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rAXES OTHER THAN INCOME TAXES 
Please describe Adjustment H to Schedule C-2, relating to Taxes Other than 

Income Taxes. 

Adjustment H is made to the recorded test year level of Taxes Other Than 

Income Taxes to reflect in cost of service, property taxes and payroll taxes 

a t  levels reflective of end-of-year Plant in Service and Materials and 

Supplies balances, and annualized salaries and wages. This adjustment 

consists of three pages. The first page is a summary of property and 

payroll taxes. Page two provides the detail supporting the property tax 

adjustment and page three provides the detail supporting the payroll tax 

adjustment. 

How was the property tax adjustment computed? 

It was first necessary to establish the assessed value of the property. The 

net book values of plant assets and materials and supplies inventories as of 

December 31, 2001, were reported in a property tax return filed with the 

Arizona Department of Revenue (“ADOR”) in May 2002. Vehicles are not 

included in the report. Construction Work in Progress (“CWIP”) is included, 

but only at fifty percent of book cost. I n  June, Citizens received its full cash 

valuation from the ADOR. Because the property taxes associated with 

CWIP are required by the FERC Uniform System of Accounts to be 

capitalized, an equivalent full cash value for use in this adjustment was 

determined by excluding the portion relating to CWIP. I n  addition, all of 

the plant adjustments shown on Schedule B-5A (and discussed in Mr. 

Doherty‘s testimony) have been reflected in the net plant in service amount 
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I use to derive the equivalent full cash value for property tax purposes. 

The assessment for property tax purposes was computed by multiplying the 

equivalent full cash value by the current statutory 25% assessment rate. 

Once the pro forma property tax assessment was determined, annualized 

property taxes were computed using the most current known property tax 

rates. The bills for the property taxes associated with the December 31, 

2001, plant will not be received until sometime in September 2003, with 

the first fifty percent payment not due until November 2003 and the 

remaining fifty percent due in May 2004. Accordingly, the most recent 

property tax bills available for use in connection with this adjustment were 

those paid in November 2001. The average tax rates paid on those bills 

were applied to the pro forma assessed valuation previously determined to 

arrive a t  annualized property tax expense. 

- 

How was the adjustment to payroll taxes computed? 

The payroll tax adjustment was computed using the annualized payroll 

costs computed in Adjustment B, based on current FICA and Federal and 

State unemployment tax rates. The current FICA tax rate is 7.65%, 

comprised of 1.45% of taxable wages for Medicare and 6.20% for Social 

Security. The maximum wages subject to the Social Security portion of the 

FICA tax increased from $80,400 in 2001 to $84,900 in 2002. 

Federal unemployment taxes are computed at a rate of 6.2% on the first 

$7,000 earnings paid to each employee annually. Citizens receives a credit 

against its Federal unemployment tax liability for amounts paid to State 
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unemployment funds equal to 5.4'10 of the first $7,000 annual earnings, 

which, coincidently, are the wage ceiling and tax rate for Arizona State 

unemployment taxes. 

DRIOR PERIOD TAX REFUNDS 

2. 
4. 

Please describe Adjustment K, relating to Prior Period Tax Refunds. 

Adjustment K is made to remove from recorded test year Taxes Other Than 

Income Taxes certain out-of-period and non-recurring items. Included 

therein are credit entries totaling $1.277 million recorded in connection 

with applications for sales tax refunds. 

I n  the year 2000, the Company became aware of certain provisions of the 

Model City Tax Code of the State of Arizona that allowed the Company to  

apply for a refund of sales taxes paid during the period July 1996 through 

July 2000 for the communities of Clarkdale, Flagstaff, Jerome, Kingman, 

Lake Havasu, Sedona, Show Low, Snowflake, and Winslow. 

I n  August 2000, the Company submitted a formal application seeking a 

refund of approximately $1.98 million for the overpayment of taxes. I n  May 

of 2001, the Company received a partial refund totaling $703,658. That 

amount was credited to Other Income, and at the same time, a receivable 

for the $1.277 million remainder of the requested refund was established, 

with the corresponding credit made to Taxes Other than Income Taxes. 

Adjustment K removes the credits to Taxes Other than Income Taxes, 

totaling $1.277 million; from test year operating results because the credits 

in question relate to a prior period. 

I n  addition, Adjustment K reflects other miscellaneous prior period 
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amounts. The total adjustment for prior period amounts is $1,213,112, 

which is shown on Schedule C-2, page 2 of 2, column 3. 
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Please describe Adjustment S of Schedule C-2. 

Adjustment S relates to the calculation of state and federal income tax 

expenses. The current effective state tax rate is 6.968%. The federal tax 

shown on this schedule, $4,427,136, reflects the current federal tax rate of 

35%. Total test year income tax expense has been calculated at both 

present and proposed rate levels using these tax rates. 

Q. 

A. 

Q. 
A. 

Please explain the calculation of the current year federal and state tax 

expenses. 

Operating income before income taxes is calculated in Adjustment S, as 

shown from the data included in Schedule C-1. The interest deduction on 

line 7 of Adjustment S has been calculated by multiplying the original cost 

rate base, shown on Schedule B-1, by the weighted embedded cost of 

debt, shown on Schedule D-1. Tax expenses are then calculated using the 

currently effective state and federal tax rates. 

Does this conclude your direct testimony? 

Yes, it does. 
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EXECUTIVE SUMMARY-RONALD E. WHITE 

Dr. White conducted depreciation studies for Citizens Communications 

Company's Northern Arizona Gas Division ("NAGD") and Santa Cruz Gas 

Division ("SCGD"). Dr. White collected plant accounting data from the 

Company, visited the Arizona properties to examine the plant, and engaged 

in discussions with several Company personnel. Relying on this information, 

Dr. White used accepted depreciation procedures and his expert judgment 

based on years of experience to  develop revised depreciation rates for both 

the NAGD and the SCGD. 

For both properties, Dr. White is proposing composite depreciation 

rates that are significantly below the current rates. The proposed composite 

rate for NAGD is 2.72%, compared with a current composite rate of 3.51%. 

Similarly, the proposed composite rate for SCGD is 1.97%, compared with 

the current composite rate of 3.69%. I n  both properties, this reduced rate 

in part results from the fact that Citizens has expended substantial sums for 

new plant (such as distribution and transmission facilities), as well as for 

maintaining and reinforcing existing plant. Company witness Doherty has 

used Dr. White's proposed depreciation rates to calculate proposed 

depreciation expenses, which are also significantly lower than current 

depreciation expenses. 
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Q. WOULD YOU PLEASE STATE YOUR NAME AND BUSINESS ADDRESS? 

A. My name is Ronald E. White. My business address is 17595 S. Tamiami Trail, Suite 

212, Fort Myers, Florida 33908. 

Q. WHAT IS YOUR OCCUPATION? 

A. I am an Executive Vice President and Senior Consultant of Foster Associates, Inc. 

I .  QUALIFICATIONS 

Q. WOULD YOU BRIEFLY DESCRIBE YOUR EDUCATIONAL T € W " G  AND 
PROFESSIONAL BACKGROUND? 

A. I received a B.S. degree (1965) in Engineering Operations and an M.S. degree (1968) 

and Ph.D. (1977) in Engineering Valuation &om Iowa State University. I have taught 

graduate and undergraduate courses in industrial engineering, engineering economics, 

and engineering valuation at Iowa State University and previously served on the fac- 

ulty for Depreciation Programs for public utility commissions, companies, and con- 

sultants, sponsored by Depreciation Programs, Inc., in cooperation with Western 

Michigan University. I also conduct courses in depreciation and public utility eco- 

nomics for clients of the firm. 

I have prepared and presented a number of papers to professional organizations, 

committees, and conferences and have published several articles on matters relating 

to depreciation, valuation and economics. I am a past member of the Board of Direc- 

tors of the Iowa State Regulatory Conference and an affiliate member of the joint 

American Gas Association (A.G.A.) - Edison Electric Institute (EEI) Depreciation 

Accounting Committee, where I previously served as chairman of a standing 

committee on capital recovery and its effect on corporate economics. I am also a 
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mittee on capital recovery and its effect on corporate economics. I am also a member 

of the American Economic Association, the Financial Management Association, the 

Midwest Finance Association, the Electric Cooperatives Accounting Association 

(ECAA), and a founding member of the Society of Depreciation Professionals. 

Q. WHAT IS YOUR PROFESSIONAL EXPERTENCE? 

A. I joined the firm of Foster Associates in 1979, as a specialist in depreciation, the eco- 

nomics of capital investment decisions, and cost of capital studies for ratemaking ap- 

plications. Prior to joining Foster Associates, I was employed by Northern States 

Power Company (1968- 1979) in various assignments related to finance and treasury 

activities. As Manager of the Corporate Economics Department, I was responsible for 

book depreciation studies, studies involving staff assistance from the Corporate Eco- 

nomics Department in evaluating the economics of capital investment decisions, and 

the development and execution of innovative forms of project financing. As Assistant 

Treasurer at Northern States, I was responsible for bank relations, cash requirements 

planning, and short-term borrowings and investments. 

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE A REGULATORY BODY? 

A. Yes. I have testified in numerous proceedings before administrative and judicial bod- 

ies in Alabama, Arizona, California, Colorado, Delaware, Hawaii, Idaho, Illinois, 

Iowa, Maryland, Massachusetts, Michigan, Minnesota, Missouri, Montana, Nevada, 

New Hampshire, New Jersey, North Carolina, North Dakota, Ohio, Oregon, Pennsyl- 

vania, Rhode Island, South Carolina, South Dakota, Tennessee, Vermont, Wisconsin, 

and the District of Columbia. I have also testified before the Federal Energy Regula- 

tory Commission, the Federal Power Commission, the Alberta Energy Board, the On- 

tario Energy Board, and the Securities and Exchange Commission. I have sponsored 

position statements before the Federal Communication Commission and numerous 

local franchising authorities in matters relating to the regulation of telephone and ca- 

ble television. A more detailed description of my professional qualifications is pro- 

vided in attached Exhibit CCC-REW- 1. 
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11. PURPOSE OF TESTIMONY 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

A. Foster Associates was engaged by Citizens Communications Company - Arizona Gas 

Division (AGD) to conduct depreciation studies for the Northern Arizona Gas Divi- 

sion (NAGD) and the Santa Cruz Gas Division (SCGD) properties. The purpose of 

my testimony is to sponsor the studies conducted by Foster Associates pursuant to this 

engagement. Depreciation rates currently used by NAGD were developed in a 1993 

study conducted by the Company. Depreciation rates currently used by SCGD were 

developed in a 1979 study. 

Q. A DOCUMENT TITLED 2002 DEPRECIATION RATE STUDY HAS BEEN 

MARKED FOR IDENTIFICATION AS EXHIBIT CCC-REW-2. WAS THIS 

DOCUMENT PREPARED BY YOU OR UNDER YOUR SUPERVISION? 

A. Yes, it was. 

111. DEVELOPMENT OF DEPRECIATION RATES 

Q. WOULD YOU PLEASE EXPLAIN WHY DEPRECIATION STUDIES ARE 

NEEDED FOR ACCOUNTING AND RATEMAKING PURPOSES? 

A. The goal or objective of depreciation accounting is to charge to operations a reason- 

able estimate of the cost of the service potential of an asset (or group of assets) con- 

sumed during an accounting interval. A number of depreciation systems have been 

developed to achieve this objective, most of which employ time as the apportionment 

base. 

Implementation of a time-based (or age-life system) of depreciation accounting 

requires the estimation of several parameters or statistics related to a plant account. 

The average service life of a vintage, for example, is a statistic that will not be known 

with certainty until all units from the original placement have been retired from ser- 

vice. A vintage average service life, therefore, must be estimated initially and peri- 

odically revised as indications of the eventual average service life become more 
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certain. Future net salvage rates and projection curves, which describe the expected 

distribution of retirements over time, are also estimated parameters of a depreciation 

system that are subject to future revisions. Depreciation studies should be conducted 

periodically to assess the continuing reasonableness of parameters and accrual rates 

derived fiom prior estimates. 

The need for periodic depreciation studies is also a derivative of the ratemaking 

process which establishes prices for utility services based on costs. Absent regula- 

tion, deficient or excessive depreciation rates will produce no adverse consequence 

other than a systematic over or understatement of the accounting measurement of 

earnings. While a continuance of such practices may not comport with the goals of 

depreciation accounting, the achievement of capital recovery is not dependent upon 

either the amount or the timing of depreciation expense for an unregulated firm. In 

the case of a regulated utility, however, recovery of investor-supplied capital is de- 

pendent upon allowed revenues, which are in turn dependent upon approved levels of 

depreciation expense. Periodic reviews of depreciation rates are, therefore, essential 

to the achievement of timely capital recovery for a regulated utility. 

Q. WHAT ARE THE PRINCIPAL ACTIVITIES INVOLVED IN CONDUCTING A 

DEPRECIATION STUDY? 

A. The first step in conducting a depreciation study is the collection of plant accounting 

data needed to conduct a statistical analysis of past retirement experience. Data are 

also collected to permit an analysis of the relationship between retirements and real- 

ized gross salvage and removal expense. The data collection phase should include a 

verification of the accuracy of the plant accounting records and a reconciliation of the 

assembled data to the official plant records of the company. 

The next step in a depreciation study is the estimation of service life statistics 

from an analysis of past retirement experience. The term life analysis is used to de- 

scribe the activities undertaken in this step to obtain a mathematical description of 

the forces of retirement acting upon a plant category. The mathematical expressions 
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used to describe these life characteristics are known as survival functions or survivor 

curves. 

Life indications obtained fkom an analysis of past retirement experience are 

blended with expectations about the hture to obtain an appropriate projection life 

curve. This step, called Zife estimation, is concerned with predicting the expected re- 

maining life of property units still exposed to the forces of retirement. The amount of 

weight given to the analysis of historical data will depend upon the extent to which 

past retirement experience is considered descriptive of the future. 

An estimate of the net salvage rate applicable to future retirements is usually 

obtained fi-om an analysis of the gross salvage and removal expense realized in the 

past. An analysis of past experience (including an examination of trends over time) 

provides an appropriate starting point for estimating future salvage and cost of re- 

moval. consideration, however, should be given to events that may cause deviations 

from the net salvage realized in the past. Among the factors which should be consid- 

ered are the age of plant retirements; the portion of retirements that will be reused; 

changes in the method of removing plant; the type of plant to be retired in the future; 

inflation expectations; the shape of the projection life curve; and economic condi- 

tions that may warrant greater or lesser weight to be given to the net salvage ob- 

served in the past. 

h addition to the estimation of parameters, a comprehensive depreciation study 

will include an analysis of the adequacy of the recorded depreciation reserve. The 

purpose of such an analysis is to compare the current balance in the recorded reserve 

with the balance required to achieve the goals and objectives of depreciation account- 

ing if the amount and timing of future retirements and net salvage are realized ex- 

actly as predicted. The difference between the required (or theoretical) depreciation 

reserve and the recorded reserve provides a measurement of the expected excess or 

shortfall that will remain in the depreciation reserve if corrective action is not taken 

to extinguish the reserve imbalance. 



Page 6 of 13 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Although reserve records are typically maintained by various account classifica- 

tions, the total reserve for a company is the most important measure of the status of 

the company's depreciation practices and procedures. Differences between the theo- 

retical reserve and the recorded reserve will arise as a normal occurrence when ser- 

vice lives, dispersion patterns and salvage estimates are adjusted in the course of 

depreciation reviews. Differences will also arise due to plant accounting activity such 

as transfers and adjustments, which require an identification of reserves at a different 

level fiom that maintained in the accounting system. It is appropriate, therefore, and 

consistent with group depreciation theory, to periodically redistribute the total re- 

corded reserve to the various primary accounts on the basis of the most recent esti- 

mates of retirement dispersion and salvage. A redistribution of the recorded reserve 

will provide an initial reserve amount for each primary account consistent with the 

estimates of retirement dispersion selected to describe mortality characteristics of the 

accounts and establish a baseline against which future comparisons can be made. 

Finally, the parameters obtained fkom service life and net salvage studies are in- 

tegrated into an appropriate formulation of an accrual rate based upon a selected de- 

preciation system. Three elements are needed to describe a depreciation system. 

These elements (Le., method, procedure and technique) can be visualized as three 

dimensions of a cube in which each face describes a variety of sub-elements that can 

be combined to form a system. A depreciation system is therefore formed by select- 

ing a sub-element fiom each face such that the system contains one method, one pro- 

cedure and one technique. The sub-elements most widely used in constructing a 

depreciation system are shown in Table 1. 

METHODS PROCEDURES TECHNIQUES 
Retirement Total Company Whole-Life 
Compound-Interest Broad Group Remaining-Life 
Sinklng-Fmd Vintage Group Probable-Life 
Straight-Line Equal-Life Group 
Declining Balance Unit Summation 
Sum-of-Years'-Digits Item 
Expensing 
Unit-of-Production 
Net Revenue 
TABLE 1. ELEMENTS OF A DEPRECIATION SYSTEM 



Page 7 of 13 

e 

e 

0 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

Q. DID AGD PROVIDE FOSTER ASSOCIATES PLANT ACCOUNTING DATA FOR 

CONDUCTING THE 2002 DEPRECIATION STUDY? 

A. Yes, it did. Foster Associates was provided a transaction database for NAGD origi- 

nally compiled by the Company and used in its 1993 study. The database had been as- 

sembled from a Southern Union Gas Company legacy system that included activity 

year transactions from inception through December 3 1, 1991. The database provided 

aged transactions for all plant accounts with the exception of Account 38 1 .OO (Me- 

ters) and Account 383 .OO (House Regulators), which were unaged. Foster Associates 

appended 1992-2001 actual aged transactions to this database and initiated aged 

transaction activity for the Meters and House Regulator accounts beginning in 1992. 

The 1992- 1998 transactions were compiled from annual “CPR Plant Control” reports 

issued from a Computer Associates plant accounting system. The 1999-2001 transac- 

tions were compiled from the current S A P  system installed in 1999 and populated 

with age distributions at December 31, 1998. Foster Associates reconciled the 1992- 

2001 activity year total transactions to Company ledger reports and the age distribu- 

tion of surviving plant was reconciled to the CPR age distribution at December 3 1, 

200 1. 

Foster Associates was also provided an unaged database for SCGD originally 

compiled by the Company for all accounts from inception through December 3 1, 

1998. Foster Associates appended unaged transactions for 1999-2001 to this database 

and reconciled the 1978-200 1 activity year total transactions to Company ledger re- 

ports. The unaged database provided the basis for parameter analysis and estimation. 

Additionally, Foster Associates initiated an aged transaction database for all accounts 

beginning in 1999. The aged database was reconciled to Company ledger reports for 

activity years 1999-2001 and to the CPR age distribution at December 31,2001. The 

resulting database provided the age distributions used for accrual computations in the 

2002 depreciations study. 

Q. DID FOSTER ASSOCIATES CONDUCT A STATISTICAL LIFE ANALYSIS FOR 

AGD? 
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A. Yes, we did. As discussed in Exhibit CCC-REW-2, two different semi-actuarial tech- 

niques known as the Simulated Plant-Record (SPR) method and the Computed Mor- 

tality method were used in the AGD study to analyze both aged and unaged plant 

accounts. Aged plant accounts were also analyzed using a technique in which first, 

second and third degree polynomials were fitted to a set of observed retirement ratios. 

The resulting function can be expressed in terms of a survivorship function which is 

numerically integrated to obtain an estimate of the average service life. The smoothed 

survivorshp h c t i o n  is then fitted by a weighted least-squares procedure to the Iowa- 

curve family to obtain a mathematical description or classification of the dispersion 

characteristics of the data. Service life indications derived fiom the statistical analyses 

were blended with informed judgment and expectations about the fbture to obtain an 

appropriate projection life curve for each plant category. 

Q. IN YOUR OPINION, WOULD IT BE APPROPRIATE TO ADOPT INDUSTRY 

STATISTICS AS A SPECIFICATION OF PARAMETERS FOR AGD? 

A. No, it would not. The most that can be said of industry statistics is that they reveal the 

broad range of projection lives, projection curves and net salvage rates used by the re- 

porting companies. While it would serve no useful purpose, reported statistics are not 

averaged to produce an industry standard. Absent a knowledge and understanding of 

how these statistics were derived and the composition of the plant accounts they are 

intended to describe, it is impossible to establish the comparability needed to apply 

industry statistics to another company. Factors that produce unique parameters for a 

reporting company include: the definition of retirements units; how retirement units 

are priced; capitalization policieq maintenance polices; age and physical condition of 

plant facilities; and the accounting treatment of transfers, adjustments, third-party re- 

imbursements and equipment reuse. Reported industry statistics also reflect the appli- 

cation of informed judgment and future expectations unique to a specific company. It 

is the opinion of Foster Associates that industry statistics should not be adopted as pa- 

rameters for AGD. 
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Q. DID FOSTER ASSOCIATES CONDUCT A NET SALVAGE ANALYSIS FOR 

AGD? 

A. Yes, we did. As discussed in Exhibit CCC-REW-2, a traditional, historical analysis 

using a five-year moving average of the ratio of realized salvage and removal expense 

to the associated retirements was used in this study to a) estimate a realized net sal- 

vage rate; b) detect the emergence of historical trends; and c) establish a basis for es- 

timating a future net salvage rate. Cost of removal and salvage opinions obtained 

from AGD operating personnel were blended with judgment and historical net salvage 

indications in developing estimates of the hture. 

The average net salvage rate for an account was estimated using direct dollar 

weighting of historical retirements with the historical net salvage rate, and future re- 

tirements (Le., surviving plant) with the estimated future net salvage rate. 

Q. DID FOSTER ASSOCIATES CONDUCT AN ANALYSIS OF THE RECORDED 

DEPRECIATION RESERVE FOR AGD? 

A. Yes, we did. Statement C (page 19) of Exhibit CCC-REW-2 provides a comparison 

of the computed and recorded reserves for NAGD on December 3 1,200 1. The re- 

corded reserve was $44,595,254 or 21.6 percent of the depreciable plant investment. 

The corresponding computed reserve is $36,110,001 or 17.5 percent of the deprecia- 

ble plant investment. A proportionate amount of the measured reserve imbalance of 

$8,485,253 will be amortized over the composite weighted-average remaining life of 

each rate category using the remaining life depreciation rates proposed in this study. 

Statement C (page 24) of Exhibit CCC-REW-2 provides a comparison of the 

computed and recorded reserves for SCGD at December 31,2001. The recorded re- 

serve was $6,458,801 or 49.5 percent of the depreciable plant investment. The corre- 

sponding computed reserve is $4,325,143 or 33.1 percent of the depreciable plant 

investment. A proportionate amount of the measured reserve imbalance of 

$2,133,658 will be amortized over the composite weighted-average remaining life of 

each rate category using the remaining-life depreciation rates proposed in this study. 
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Q. IS FOSTER ASSOCIATES RECOMMENDING A REBALANCING OF 

RESERVES FOR AGD? 

A. Yes, we are. A redistribution of recorded reserves is particularly appropriate for AGD. 

Considerable time has elapsed since the adoption of the parameters used to develop 

AGD’s current depreciation rates and implied reserve imbalances have been created 

by the now-available age distributions from which theoretical reserves were derived. 

Reserves should also be realigned in this study to reflect implementation of the vin- 

tage group procedure and the parameters recommended in developing revised remain- 

ing-life depreciation rates. A redistribution of the recorded reserve will provide AGD 

a restated reserve balance for each primary account consistent with the parameters and 

depreciation system proposed in the 2002 study. 

Foster Associates is recommending a rebalancing or redistribution of recorded 

reserves among primary accounts within each of the functional categories. A redistri- 

bution for each fhction (i.s., Transmission, Distribution, General and CIAC) was 

achieved by multiplying the calculated reserve for each primary account within a 

function by the ratio of the function total recorded reserve to the function total calcu- 

lated reserve. The sum of the redistributed reserves within a function is, therefore, 

equal to the function total recorded depreciation reserve before the redistribution. 

CIAC reserves for distribution accounts were combined with the function plant re- 

serves to achieve a rebalancing between the plant and the CIAC reserves. 

Q. WOULD YOU PLEASE DESCRIBE THE DEPRECIATION SYSTEM 

CURRENTLY APPROVED BY THE COMMISSION FOR AGD? 

A. AGD is presently using a depreciation system composed of the straight-line method, 

broad group procedure, and remaining-life technique. The level of asset grouping 

identified in the broad group procedure is the total plant in service from all vintages in 

an account. Each vintage is estimated to have the same average service life. The re- 

maining life of each vintage is estimated from a projection life curve and the attained 

age of the vintage. The average remaining life for a broad-group plant account or rate 

category is a direct, dollar-weighted average of the remaining life of each vintage. The 
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weights used in this calculation are the vintage survivors at the beginning of the study 

year. The formulation of an account depreciation accrual rate using the straight-line 

method, broad group procedure, and remaining-life technique is given by: 

1 .O - Reserve Ratio - Future Net SaIvage Rate 
Remaining Life 

Accrual Rate = 

Q. IS FOSTER ASSOCIATES RECOMMENDING A CHANGE IN THE 

DEPRECIATION SYSTEM FOR AGD? 

A. Yes, we are. It is the opinion of Foster Associates that the objectives of depreciation 

accounting can be more nearly achieved using the vintage group procedure combined 

with the remaining life technique. Unlike the broad group procedure in which each 

vintage is estimated to have the same average service life, consideration is given to 

the realized life of each vintage when average service lives and remaining lives are 

derived using the vintage group procedure. The vintage group procedure distinguishes 

average service lives among vintages and composite life statistics are computed for 

each plant account. The formulation of an account accrual rate using the straight-line 

method, vintage group procedure, remaining-life technique is identical to the broad 

group procedure. The distinguishing feature is how the composite remaining life sta- 

tistic is derived for each plant account. Depreciation rates in the 2002 study were de- 

veloped using the recommended system composed of the straight-line method, 

vintage-group procedure and remaining-life technique. 

IV. RECOMMENDATIONS 

Q. WOULD YOU PLEASE SUMMARIZE THE DEPRECIATION RATES AND 
ACCRUALS FOSTER ASSOCIATES IS RECOMMENDING FOR AGD? 

A. Table 2 provides a summary of the changes in annual rates and accruals for NAGD 

resulting from adoption of the parameters and depreciation system recommended in 

this study 
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Accrual Rate 2002 Annualized Accrual 
Function Present Proposed Difference Present Proposed Difference 

Transmission 2.63% 1.59% -1.04% $29 1,773 $176,726 ($1 15,047) 

Distribution 2.99% 2.33% -0.66% 5,605,068 4,365,484 (1,239,584) 

General 9.55% 7.41% -2.14% 1,564,730 1,214,201 (350,529) 

TABLE 2. NAGD RATES AND ACCRUALS 

Foster Associates is recommending primary account depreciation rates equiva- 

lent to a composite rate of 2.72 percent. Depreciation expense is presently accrued at 

an equivalent composite rate of 3.5 1 percent. The recommended change in the com- 

posite depreciation rate is, therefore, a decrease of 0.79 percentage points. 

A continued application of rates currently prescribed would provide annualized 

depreciation expense of $7,25 1,239 compared with an annualized expense of 

$5,628,582 using the rates developed in this study. The proposed 2002 expense de- 

crease is $1,622,657. Of this decrease, $500,992 represents amortization of a 

$8,485,253 reserve imbalance. The remaining portion of the decrease is attributable 

to changes in service life and net salvage parameters. Of the 24 primary accounts in- 

cluded in the NAGD study, Foster Associates is recommending rate reductions for 18 

accounts and rate increases for 6 accounts. 

Table 3 provides a summary of the changes in annual rates and accruals result- 

ing from an application of the proposed parameters and depreciation system to 

SCGD. 

Accrual Rate 2002 Annualized Accrual 
Function Present Proposed Difference Present Proposed Difference 

Transmission 2.73% 0.84% -1.89% $8,547 $2,629 ($5,918) 

Distribution 3.71% 1.93% -1.78% 478,578 249,655 (228,923) 

General 3.33% 4.00% 0.67% 10,687 12,833 2,146 

CIAC 3.27% 1.56% -1.71% (15,676) 8,213 

3.69% 1.97% -1.72% $482,136 $257,654 ($224,482) Total Utility 

TABLE 3. SCGD RATES AND ACCRUALS 
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The composite accrual rate recommended for SCGD is 1.97 percent. The CUT- 

rent equivalent rate is 3.69 percent. The recommended change in the composite rate 

is a decrease of 1.72 percentage points. 

A continued application of rates currently applied would provide annualized 

depreciation expense of $482,136 compared with an annualized expense of $257,654 

using the proposed rates. The resulting 2002 expense decrease is $224,482. Of this 

decrease, $55,058 represents amortization of a $2,133,658 reserve imbalance. The 

remaining portion of the decrease is attributable to changes in service life and net 

salvage parameters, and adoption of amortization accounting for selected general 

support assets. Foster Associates is recommending rate reductions for 13 accounts 

and rate increases for 7 accounts. 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 

A. Yes, it does. 
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Expert Opinion Alabama Public Service Commission, Docket No. 18488, General 
Telephone Company of the Southeast; testimony concerning 
engineering economy study techniques. 

Alabama Public Service Commission, Docket No. 20208, General 
Telephone Company of the South; testimony concerning the equal-life 
group procedure and remaining-life technique. 

Alberta Energy and Utilities Board, Case No. RE95081, Edmonton 
Power Inc.; rebuttal evidence concerning appropriate depreciation rates. 

Alberta Energy and Utilities Board, 1999/2000 General Tariff Application, 
Edmonton Power Inc.; direct and rebuttal evidence concerning 
appropriate depreciation rates. 

Arizona Corporation Commission, Docket No. T-010518-97-0689, U S 
West Communications, Inc.; testimony concerning appropriate 
depreciation rates. 

California Public Utilities Commission, Case Nos. A.92-06-040, 92-06- 
042, GTE California Incorporated; rebuttal testimony supporting 
depreciation study techniques. 

Public Utilities Commission of the State of Colorado, Application No. 
36883-Reopened. U S WEST Communications; testimony concerning 
equal-life group procedure. 

Delaware Public Service Commission, Docket No. 81 -8, Diamond State 
Telephone Company; testimony concerning the amortization of inside 
wiring. 

Delaware Public Service Commission, Docket No. 82-32, Diamond State 
Telephone Company; testimony concerning the equal-life group 
procedure and remaining-life technique. 

Public Service Commission of the District of Columbia, Formal Case No. 
842, District of Columbia Natural Gas; testimony concerning 
depreciation rates. 

Federal Communications Commission, Prescription of Revised 
Depreciation Rates for AT&T Communications; statement concerning 
depreciation, regulation and competition. 

Federal Communications Commission, Petition for Modification of FCC 
Depreciation Prescription Practices for AT&T; statement concerning 
alignment of depreciation expense used for financial reporting and 
regulatory purposes. 

Federal Communications Commission, Docket No. 99-1 17, Bell Atlantic; 
affidavit concerning revenue requirement and capital recovery 
implications of omitted plant retirements. 

Federal Energy Regulatory Commission, Docket No. ER95-267-000, 
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New England Power Company; testimony supporting proposed 
depreciation rates. 

Federal Energy Regulatory Cornmission, Docket No. RP89-248, 
Mississippi River Transmission Corporation; rebuttal testimony 
concerning appropriateness of net salvage component in depreciation 
rates. 

Federal Energy Regulatory Commission, Docket No. ER91-565, New 
England Power Company; testimony supporting proposed depreciation 
rates. 

Federal Energy Regulatory Commission, Docket No. ER78-291, 
Northern States Power Company; testimony concerning rate of return 
and general financial requirements. 

Federal Energy Regulatory Commission, Docket Nos. RP80-97 and 
RP81-54, Tennessee Gas Pipeline Company; testimony concerning 
offshore plant depreciation rates. 

Federal Power Commission, Docket No. E-8252, Northern States Power 
Company; testimony concerning general financial requirements and 
measurements of financial performance. 

Federal Power Commission, Docket No. E-9148, Northern States Power 
Company; testimony concerning general financial requirements and 
measurements of financial Performance. 

Federal Power Commission, Docket No. ER76-818, Northern States 
Power Company; testimony concerning rate of return and general 
financial requirements. 

Federal Power Commission, Docket No. RP74-80, Northern Natural Gas 
Company; testimony concerning depreciation expense. 

Public Utilities Commission of the State of Hawaii, Docket No. 00-0309, The 
Gas Company; testimony supporting proposed depreciation rates. 

Public Utilities Commission of the State of Hawaii, Docket No. 94-0298, 
GTE Hawaiian Telephone Company Incorporated; testimony concerning 
the need for shortened service lives and disclosure of asset impairment 
losses. 

Idaho Public Utilities Commission, Case No. U-1002-59, General 
Telephone Company of the Northwest, Inc.; testimony concerning the 
remaining-life technique and the equal-life group procedure. 

lllinois Commerce Commission, Docket No. 94-0481, Citizens Utilities 
Company of Illinois; rebuttal testimony concerning applications of the 
Simulated Plant-Record method of life analysis. 

Iowa State Commerce Commission, Docket No. RPU 82-47, North 
Central Public Service Company; testimony on depreciation rates. 

Iowa State Commerce Commission, Docket No. RPU 84-34, General 
Telephone Company of the Midwest; testimony concerning the 
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remaining-life technique and the equal-life group procedure. 

Iowa State Utilities Board, Docket No. DPU-86-2, Northwestern Bell 
Telephone Company; testimony concerning capital recovery in 
competition. 

Iowa State Utilities Board, Docket No. RPU-84-7, Northwestern Bell 
Telephone Company; testimony concerning the deduction of a reserve 
deficiency from the rate base. 

Iowa State Utilities Board, Docket No. DPU-88-6, U S WEST 
Communications; testimony concerning depreciation subject to refund. 

Iowa State Utilities Board, Docket No. RPU-90-9, Central Telephone 
Company of Iowa; testimony concerning depreciation rates. 

Iowa State Utilities Board, Docket No. RPU-93-9, U S WEST 
Communications; testimony concerning principles of depreciation 
accounting and abandonment of FASB 71. 

Iowa State Utilities Board, Docket No. DPU-96-1, U S WEST 
Communications; testimony concerning principles of depreciation 
accounting and abandonment of FASB 71. 

Kentucky Public Service Cornmission, Case No. 97-224, Jackson 
Purchase Electric Cooperative Corporation; rebuttal testimony 
supporting proposed depreciation rates. 

Maryland Public Service Commission, Case No. 8485, Baltimore Gas 
and Electric Company; testimony supporting proposed depreciation 
rates. 

Maryland Public Service Commission, Case No. 7689, Washington Gas 
Light Company; testimony concerning life analysis and net salvage. 

Massachusetts Department of Public Utilities, Case No. DPU 91-52, 
Massachusetts Electric Company; testimony supporting proposed 
depreciation rates which include a net salvage component. 

Michigan Public Service Commission, Case No. U-12395, Michigan Gas 
Utilities; testimony supporting proposed depreciation rates including 
amortization accounting and redistribution of recorded reserves. 

Michigan Public Service Commission, Case No. U-6587, General 
Telephone Company of Michigan; testimony concerning use of a 
theoretical depreciation reserve with the remaining-life technique. 

Michigan Public Service Commission, Case No. U-7134, General 
Telephone Company of Michigan; testimony concerning the equal-life 
group depreciation procedure. 

Minnesota District Court. In Re: Northern States Power Company v. 
Ronald G. Blank, et. a/. File No. 394126; testimony concerning 
depreciation and engineering economics. 

Minnesota Public Service Commission, Docket No. E-611, Northern 
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States Power Company; testimony concerning rate of return and general 
financial requirements. 

Minnesota Public Service Commission, Docket No. E-1 086, Northern 
States Power Company; testimony concerning depreciation rates. 

Minnesota Public Service Commission, Docket No. G-1015, Northern 
States Power Company; testimony concerning rate of return and general 
financial requirements. 

Public Service Commission of the State of Missouri, Case No. TO-82-3, 
Southwestern Bell Telephone Company; rebuttal testimony concerning 
the remaining-life technique and the equal-life group procedure. 

Public Service Commission of the State of Missouri, Case No. GO-97- 
79, Laclede Gas Company; rebuttal testimony concerning adequacy of 
database for conducting depreciation studies. 

Public Service Commission of the State of Missouri, Case No. GR-99- 
31 5, Laclede Gas Company; rebuttal testimony concerning treatment of 
net salvage in development of depreciation rates. 

Public Service Commission of the State of Montana, Docket No. 88.2.5, 
Mountain State Telephone and Telegraph Company; rebuttal testimony 
concerning the equal-life group procedure and amortization of reserve 
im balances. 

Montana Public Service Commission, Docket No. D95.9.128, The 
Montana Power Company; testimony supporting proposed depreciation 
rates. 

Public Service Commission of Nevada, Docket No. 92-7002, Central 
Telephone Company-Nevada; testimony supporting proposed 
depreciation rates. 

Public Service Commission of Nevada, Docket No. 91-5054, Central 
Telephone Company-Nevada; testimony supporting proposed 
depreciation rates. 

New Hampshire Public Utilities Cornmission, Docket No. DR95-169, 
Granite State Electric Company; testimony supporting proposed net 
salvage rates. 

New Jersey Board of Public Utilities, Docket No. GR 87060552, New 
Jersey Natural Gas Company; testimony concerning depreciation rates. 

New Jersey Board of Regulatory Commissioners, Docket No. 
GR93040114J, New Jersey Natural Gas Company; testimony 
concerning depreciation rates. 

North Carolina Utilities Commission, Docket No. E-7, SUB 487, Duke 
Power Company; rebuttal testimony ong proposed depreciation rates. 

North Carolina Utilities Commission, Docket No. P-19, SUB 207, 
General Telephone Company of the South; rebuttal testimony 

Page 6 of 12 



concerning the equal-life group depreciation procedure. 

North Dakota Public Service Commission, Case No. 8860, Northern 
States Power Company; testimony concerning general financial 
requirements. 

North Dakota Public Service Commission, Case No. 9634, Northern 
States Power Company; testimony concerning rate of return and general 
financial requirements. 

North Dakota Public Service Commission, Case No. 9666, Northern 
States Power Company; testimony concerning rate of return and general 
financial requirements. 

North Dakota Public Service Cornmission, Case No. 9741, Northern 
States Power Company; testimony concerning rate of return and general 
financial requirements. 

Ontario Energy Board, E.B.R.O. 385, Tecumseh Gas Storage Limited; 
testimony concerning depreciation rates. 

Ontario Energy Board, E.B.R.O. 388, Union Gas Limited; testimony 
concerning depreciation rates. 

Ontario Energy Board, E.B.R.O. 456, Union Gas Limited; testimony 
concerning depreciation rates. 

Ontario Energy Board, E.B.R.O. 476-03, Union Gas Limited; testimony 
concerning depreciation rates. 

Public Utilities Commission of Ohio, Case No. 81 -383-TP-AIR, General 
Telephone Company of Ohio; testimony in support of the remaining-life 
technique. 

Public Utilities Commission of Ohio, Case No. 82-886-TP-AIR, General 
Telephone Company of Ohio; testimony concerning the remaining-life 
technique and the equal-life group procedure. 

Public Utilities Commission of Ohio, Case No. 84-1026-TP-AIR, General 
Telephone Company of Ohio; testimony in support of the equal-life 
group procedure and the remaining-life technique. 

Public Utilities Commission of Ohio, Case No. 81-1433, The Ohio Bell 
Telephone Company; testimony concerning the remaining-life technique 
and the equal-life group procedure. 

Public Utilities Commission of Ohio, Case No. 83-300-TP-AIR, The Ohio 
Bell Telephone Company; testimony concerning straight-line age-life 
depreciation. 

Public Utilities Commission of Ohio, Case No. 84-1 435-TP-AIR, The 
Ohio Bell Telephone Company; testimony in support of test period 
depreciation expense. 

Public Utilities Commission of Oregon, Docket No. UM 204, GTE of the 
Northwest; testimony concerning the theory and practice of depreciation 
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Public Utilities Commission of the State of South Dakota, Case No. F- 
3188, Northern States Power Company; testimony concerning rate of 
return and general financial requirements. 

Securities and Exchange Commission, File No. 3-5749, Northern States 
Power Company; testimony concerning the financial and ratemaking 
implications of an affiliation with Lake Superior District Power Company. 

accounting under public utility regulation. 

Public Utilities Commission of Oregon, Docket No. UM 840, GTE 
Northwest Incorporated; rebuttal testimony concerning principles of 
capital recovery. 

Pennsylvania Public Utility Commission, Docket No. R-80061235, The 
Bell Telephone Company of Pennsylvania; testimony concerning the 
proper depreciation reserve to be used with an original cost rate base. 

Pennsylvania Public Utility Commission, Docket No. R-811512, General 
Telephone Company of Pennsylvania; testimony concerning the proper 
depreciation reserve to be used with an original cost rate base. 

Pennsylvania Public Utility Commission, Docket No. R-811819, The Bell 
Telephone Company of Pennsylvania; testimony concerning the proper 
depreciation reserve to be used with an original cost rate base. 

Pennsylvania Public Utility Commission, Docket No, R-822109, General 
Telephone Company of Pennsylvania; testimony in support of the 
remaining-life technique. 

Pennsylvania Public Utility Commission, Docket No. R-850229, General 
Telephone Company of Pennsylvania; testimony in support of the 
remaining-life technique and the proper depreciation reserve to be used 
with an original cost rate base. 

Pennsylvania Public Utility Commission, Docket No. C-860923, The Bell 
Telephone Company of Pennsylvania; testimony concerning capital 
recovery under competition. 

Rhode Island Public Utilities Commission, Docket No. 2290, The 
Narragansett Electric Company; testimony supporting proposed net 
salvage rates and depreciation rates. 

South Carolina Public Service Commission, Docket No. 91 -216-E, Duke 
Power Company; testimony supporting proposed depreciation rates. 

State of Vermont Public Service Board, Docket No. 6596, Citizens 
Communications Company - Vermont Electric Division, testimony 
supporting recommended depreciation rates. 

Public Utilities Commission of the State of South Dakota, Case No. F- 
3062, Northern States Power Company; testimony concerning general 
financial requirements and measurements of financial performance. 

Tennessee Public Service Commission, Docket No. 89-1 1041, United 
Inter-Mountain Telephone Company; testimony concerning depreciation 
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principles and capital recovery under competition. 

Public Service Commission of Wisconsin, Docket No. 21 80-DT-3, 
General Telephone Company of Wisconsin; testimony concerning the 
equal-life group depreciation procedure. 

Other Consulting 
Activities 

Moran Towing Corporation. In Re: Barge TEXAS-97 CIV. 2272 (ADS) 
and Tug HElDE MORAN - 97 CIV. 1947 (ADS), United States District 
Court, Southern District of New York. 

United States Telephone Association (USTA), Depreciation Training 
Seminar, November 1999. 

Affidavit on behalf of Continental Cablevision, Inc. and its operating 
cable television systems regarding basic broadcast tier and equipment 
and installation cost-of-service rate justification. 

Office of Chief Counsel, Internal Revenue Service. In Re: Kansas City 
Southern Railway Co., et. al. Docket Nos. 971-72,974-72, and 4788-73. 

Office of Chief Counsel, Internal Revenue Service. In Re: Northern 
Pacific Railway Co., Docket No. 4489-69. 

United States Department of Justice. In Re: Burlington Northern Inc. v. 
United States, Ct. CI. No. 30-72. 

Faculty Depreciation Programs for public utility commissions, companies, and 
consultants, sponsored by Depreciation Programs, Inc., in cooperation 
with Western Michigan University. (1980 - 1999) 

Depreciation Advocacy Workshop, a three-day team-training workshop 
on preparation, presentation, and defense of contested depreciation 
issues, sponsored by Gilbert Associates, Inc., October, 1979. 

Corporate Economics Course, Employee Education Program, Northern 
States Power Company. (1 968 - 1979) 

Perspectives of Top Financial Executives, Course No. 5-300, University 
of Minnesota, September, 1978. 

Depreciation Programs for public utility commissions, companies, and 
consultants, jointly sponsored by Western Michigan University and 
Michigan Technological University, 1973. 

Professional 
Associations 

Advisory Committee to the Institute for Study of Regulation, sponsored 
by the American University and The University of Missouri-Columbia. 

American Economic Association. 

American Gas Association - Edison Electric Institute Depreciation 
Accounting Committee. 
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Moderator 

Board of Directors, Iowa State Regulatory Conference. 

Edison Electric Institute, Energy Analysis Division, Economic Advisory 
Committee, 1976-1 980. 

Financial Management Association. 

The Institute of Electrical and Electronics Engineers, Inc., Power 
Engineering Society, Engineering and Planning Economics Working 
Group. 

Midwest Finance Association. 

Society of Depreciation Professionals (Founding Member and Chairman, 
Policy Committee 

Depreciation Open Forum, Iowa State University Regulatory 
Conference, May 1991. 

The Quantification of Risk and Uncertainty in Engineering Economic 
Studies, Iowa State University Regulatory Conference, May 1989. 

Plant Replacement Decisions with Added Revenue from New Service 
Offerings, Iowa State University Regulatory Conference, May 1988. 

Economic Depreciation, Iowa State University Regulatory Conference, 
May 1987. 

Opposing Views on the Use of Customer Discount Rates in Revenue 
Requirement Comparisons, Iowa State University Regulatory 
Conference, May 1986. 

Cost of Capital Consequences of Depreciation Policy, Iowa State 
University Regulatory Conference, May 1985. 

Concepts of Economic Depreciation, Iowa State University Regulatory 
Conference, May 1984. 

Ratemaking Treatment of Large Capacity Additions, Iowa State 
University Regulatory Conference, May 1983. 

The Economics of Excess Capacity, Iowa State University Regulatory 
Conference, May 1982. 

New Developments in Engineering Economics, Iowa State University 
Regulatory Conference, May 1980. 

Training in Engineering Economy, Iowa State University Regulatory 
Conference, May 1979. 

The Real Time Problem of Capital Recovery, Missouri Public Service 
Commission, Regulatory Information Systems Conference, September 
1974. 
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Speaker Valuation Applications of Depreciation, Society of Depreciation 
Professionals Annual Meeting, September 2001. 

Capital Asset and Depreciation Accounting, City of Edmonton Value 
Engineering Workshop, April 2001. 

A Valuation View of Economic Depreciation, Society of Depreciation 
Professionals Annual Meeting, October 1999. 

Capital Recovery in a Changing Regulatory Environment, Pennsylvania 
Electric Association Financial-Accounting Conference, May 1999. 

Depreciation Theory and Practice, Southern Natural Gas Company 
Accounting and Regulatory Seminar, March 1999. 

Depreciation Theory Applied to Special Franchise Property, New York 
Office of Real Property Services, March 1999. 

Capital Recovery in a Changing Regulatory Environment, PowerPlan 
Consultants Annual Client Forum, November 1998. 

Economic Depreciation, AGA Accounting Services Committee and EEI 
Property Accounting and Valuation Committee, May 1998. 

Discontinuation of Application of FASB Statement No. 71, Southern 
Natural Gas Company Accounting Seminar, April 1998. 

Forecasting in Depreciation, Society of Depreciation Professionals 
Annual Meeting, September 1997. 

Economic Depreciation In Response to Competitive Market Pricing, 
1997 TELUS Depreciation Conference, June 1997. 

Valuation of Special Franchise Property, City of New York, Department 
of Finance Valuation Seminar, March 1997. 

Depreciation Implications of FAS Exposure Draft 158-8, 1996 TLG 
Decommissioning Conference, October 1996. 

Why Economic Depreciation?, American Gas Association Depreciation 
Accounting Committee Meeting, August 1995. 

The Theory of Economic Depreciation, Society of Depreciation 
Professionals Annual Meeting, November 1994. 

Vintage Depreciation Issues, G & T Accounting and Finance Association 
Conference, June 1994. 

Pricing and Depreciation Strategies for Segmented Markets (Regulated 
and Competitive), Iowa State Regulatory Conference, May 1990. 

Principles and Practices of Depreciation Accounting, Canadian Electrical 
Association and Nova Scotia Power Electric Utility Regulatory Seminar, 
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Honors and 
Awards 

Principles and Practices of Depreciation Accounting, Duke Power 
Accounting Seminar, September 1989. 

The Theory and Practice of Depreciation Accounting Under Public Utility 
Regulation, GTE Capital Recovery Managers Conference, February 
1989. 

Valuation Methods for Regulated Utilities, GTE Capital Recovery 
Managers Conference, January 1988. 

Depreciation Principles and Practices for REA Borrowers, NRECA 1985 
National Accounting and Finance Conference, September 1985. 

Depreciation Principles and Practices for REA Borrowers, Kentucky 
Association of Electric Cooperatives, Inc., Summer Accountants 
Association Meeting, June 1985. 

Considerations in Conducting a Depreciation Study, NRECA 1984 
National Accounting and Finance Conference, October 1984. 

Software for Conducting Depreciation Studies on a Personal Computer, 
United States Independent Telephone Association, September 1984. 

Depreciation-An Assessment of Current Practices, NRECA 1983 
National Accounting and Finance Conference, September 1983 

Depreciation-An Assessment of Current Practices, REA National Field 
Conference, September 1983. 

An Overview of Depreciation Systems, Iowa State Commerce 
Commission, October 1982. 

Depreciation Practices for Gas Utilities, Regulatory Committee of the 
Canadian Gas Association, September 1981. 

Practice, Theory, and Needed Research on Capital Investment 
Decisions in the Energy Supply Industry, workshop, sponsored by 
Michigan State University and the Electric Power Research Institute, 
November 1977. 

Depreciation Concepts Under Regulation, Public Utilities Conference, 
sponsored by The University of Texas at Dallas, July 1976. 

Electric Utility Economics, Mid-Continent Area Power Pool, May 1974. 

The Society of Sigma Xi. 

Professional Achievement Citation in Engineering, Iowa State University, 
1993. 
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EXECUTIVE SUMMARY 

INTRODUCTION 
This report presents a review and update of depreciation ra.s and parameters 

for utility plant owned by Citizens Communications Company (Citizens) - North- 
em Arizona Gas Division (NAGD) and recommended rates and parameters for 
Citizens - Santa Cruz Gas Division (SCGD). Depreciation studies for the Citizens 
Arizona Gas Divisions (AGD) were conducted by Foster Associates, Inc., over the 
period February 2002 through mid-June 2002. 

Foster Associates, Inc. is a public utility economic consulting fm headquar- 
tered in Bethesda, Maryland offering economic research and consulting services 
on issues and problems arising from governmental regulation of business. The ar- 
eas of specialization supported by the Fort Myers office include property life fore- 
casting, technological forecasting, depreciation estimation, and valuation of 
industrial property. 

Foster Associates has undertaken depreciation engagements for both public 
and privately owned corporations including detailed statistical life studies, analy- 
ses of required net salvage rates, and the selection of depreciation systems that 
will most nearly achieve the goals of depreciation accounting under the con- 
straints of either government regulation or competitive market pricing. Foster As- 
sociates is widely recognized for industry leadership in the development of 
depreciation systems, life analysis techniques and computer software for conduct- 
ing depreciation and valuation studies. 

Depreciation rates currently used by NAGD were developed in a 1993 study 
conducted by the Company, based on December 3 1 , 1992 plant and depreciation 
reserve balances. With the exception of Account 376 (Distribution Mains) and 
Account 380 (Distribution Services), the Arizona Corporation Commission 
(ACC) prescribed the depreciation rates and parameters proposed by NAGD in 
Docket No. E-1032-93-1 11 (Decision No. 58664). The ACC found that a 45-year 
projection life was appropriate for Account 376 and a future net salvage rate of - 
130 percent was appropriate for Account 380. NAGD had proposed a 40-year pro- 
jection life for Account 376 and a future net salvage rate of -150 percent for Ac- 
count 380. 

Depreciation rates currently used by SCGD were developed in a 1979 study, 
based on December 3 1 , 1978 plant and depreciation reserve balances. Foster As- 
sociates was unable to review the 1979 depreciation rate study or an ACC order 
prescribing current depreciation rates for SCGD. Current parameters were ob- 
tained from an attachment to a letter of correspondence dated May 26, 1987. 

The principal findings and recommendations of the NAGD Depreciation Rate 
Study are summarized in the Statements section of this report. Statement A pro- 
vides a comparative summary of present and proposed annual depreciation rates 
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for each rate category. Statement B provides a comparison of present and pro- 
posed annual depreciation accruals. Statement C provides a comparison of the 
computed, recorded and redistributed depreciation reserves for each rate category. 
Statement D provides a summary of the components used to obtain a weighted- 
average net salvage rate for each plant account. Statement E provides a compara- 
tive summary of present and proposed parameters including projection life, pro- 
jection curve, average service life, average remaining life, and average and hture 
net salvage rates. A companion set of statements for SCGD is also contained in 
the Statement section of this report. 

SCOPE OF STUDY 

cluded: 
The principal activities undertaken in the course of the current study in- 

. Collection of plant and net salvage data; . Reconciliation of data to the official records of the Company; 
Discussions with Citizens plant accounting personnel; . Field inspections and discussions with NAGD and SCGD operat- 
ing personnel; 

' Estimation of projection lives, retirement dispersion patterns and 
fbture net salvage rates; 

' Computation of average net salvage rates; . Analysis and redistribution of recorded depreciation reserves; and 
Development of recommended accrual rates for each rate category. 

DEPRECIATION SYSTEM 
A depreciation rate is formed by combining the elements of a depreciation 

system. A depreciation system is composed of a method, a procedure and a tech- 
nique. A depreciation method (e.g., straight-line) describes the component of the 
system that determines the acceleration or deceleration of depreciation accruals in 
relation to either time or use. A depreciation procedure (e.g., vintage group) iden- 
tifies the level of grouping or sub-grouping of assets within a plant category. The 
level of grouping specifies the weighting used to obtain composite life statistics 
for an account. A depreciation technique (e.g., remaining-life) describes the life 
statistic used in the system. 

Both NAGD and SCGD are presently using a depreciation system composed 
of the straight-line method, broad group procedure, and remaining-life technique 
for all plant categories with the exception of Account 392.00 Transportation 
Equipment. The Company is currently using an item procedure for transportation 
equipment. Depreciation rates proposed in this study were derived from a system 
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composed of the straight-line method, vintage group procedure and remaining-life 
technique for all plant categories. Account 392 was excluded fiom the study. 

The matching and expense recognition principles of accounting provide that 
the cost of an asset (or group of assets) should be allocated to operations over an 
estimate of the economic life of the asset in proportion to the consumption of ser- 
vice potential. It is the opinion of Foster Associates that the objectives of depre- 
ciation accounting can be more nearly achieved using the vintage-group procedure 
combined with the remaining-life technique. Unlike the broad group procedure in 
which each vintage is estimated to have the same average service life, the vintage 
group procedure distinguishes average service lives among vintages and provides 
cost apportionment over the estimated weighted-average remaining life or average 
life of a rate category. 

The level of asset grouping identified in the broad group procedure is the total 
plant in service from all vintages in an account. Each vintage is estimated to have 
the same average service life. It is highly unlikely, therefore, that Compensating 
deviations (Le., over and underestimates of average service life) will be created 
among vintages to achieve cost allocation over the average service life of each 
vintage. The level of asset grouping identified in the vintage group procedure is 
the plant in service fiom each vintage. Average service lives are estimated inde- 
pendently for each vintage and composite life statistics are computed for each 
plant account. It is more likely, therefore, that compensating deviations will be 
created with a vintage group procedure than with a broad group procedure. 

Although the emergence of economic factors such as bypass and incentive 
forms of regulation may ultimately encourage abandonment of the straight-line 
method, no attempt was made in the current study to address this concern. 

PROPOSED DEPRECIATION RATES 
Table 1 provides a summary of the changes in annual rates and accruals for 

NAGD resulting fiom adoption of the parameters and depreciation system rec- 
ommended in this study. 

Accrual Rate 2002 Annualized Accrual 
Function Present Proposed Difference Present Proposed Difference 

Transmission 2.63% 1.59% -1.04% $29 1,773 $176,726 ($1 15,047) 

Distribution 2.99% 2.33% -0.66% 5,605,068 4,365,484 (1,239,584) 

General 9.55% 7.41% -2.14% 1,564,730 1,214,201 (350,529) 

CIAC 2.63% 1.60% -1.03% (210,332) (127,829) 82,503 

Total Utility 3.51% 2.72% -0.79% $7,25 1,239 $5,628,582 ($1,622,657) 

TABLE 1. NAGD RATES AND ACCRUALS 
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Foster Associates is recommending primary account depreciation rates 
equivalent to a composite rate of 2.72 percent. Depreciation expense is presently 
accrued at an equivalent composite rate of 3.51 percent. The recommended 
change in the composite depreciation rate is, therefore, a decrease of 0.79 percent- 
age points. 

A continued application of rates currently prescribed would provide annual- 
ized depreciation expense of $7,251,239 compared with an annualized expense of 
$5,628,582 using the rates developed in this study. The proposed 2002 expense 
decrease is $1,622,657. Of this decrease, $500,992 represents amortization of a 
$8,485,253 reserve imbalance. The remaining portion of the decrease is attribut- 
able to changes in service life and net salvage parameters. Of the 24 primary ac- 
counts included in the NAGD study, Foster Associates is recommending rate 
reductions for 18 accounts and rate increases for 6 accounts. 

Table 2 provides a summary of the changes in annual rates and accruals re- 
sulting from an application of the proposed parameters and depreciation system to 
SCGD operations. 

Accrual Rate 2002 Annualized Accrual 
Function Present Proposed Difference Present Proposed Difference 

Transmission 2.73% 0.84% -1.89% $8,547 $2,629 ($5,918) 

Distribution 3.71% 1.93% -1.78% 478,578 249,655 (228,923) 

General 3.33% 4.00% 0.67% 

Total Utility 3.69% 1.97% -1.72% $482,136 $257,654 ($224,482) 

TABLE 2. SCGD RATES AND ACCRUALS 

The composite accrual rate recommended for SCGD is 1.97 percent. The cur- 
rent equivalent rate is 3.69 percent. The recommended change in the composite 
rate is a decrease of 1.72 percentage points. 

A continued application of rates currently applied would provide annualized 
depreciation expense of $482,136 compared with an annualized expense of 
$257,654 using the proposed rates. The resulting 2002 expense decrease is 
$224,482. Of this decrease, $55,058 represents amortization of a $2,133,658 re- 
serve imbalance. The remaining portion of the decrease is attributable to changes 
in service life and net salvage parameters, and adoption of amortization account- 
ing for selected general support assets. Foster Associates is recommending rate 
reductions for 13 accounts and rate increases for 7 accounts. 
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COMPANY PROFILE 

GENERAL 
Northern Arizona Gas Division (NAGD) and Santa Cruz Gas Division 

(SCGD) are gas operating divisions of Citizens Communications Company (Citi- 
zens) serving a large geographic area in Northern Arizona, and a smaller area in 
the southern part of the state. The two divisions are collectively described as the 
Arizona Gas Division (AGD). These counties served by AGD comprise approxi- 
mately 50 percent of Arizona’s geographic area. AGD is the second largest and 
fastest growing gas company in Arizona. Customer growth in 2000 is over 6 per- 
cent, which is four times the industry average. During 2001, AGD sold or trans- 
ported over 12 billion cubic feet of gas and is one of the lowest cost energy 
suppliers in the state. 

The rates that AGD is allowed to charge for its distribution services are regu- 
lated by the Arizona Corporation Commission (ACC). 

GAS UTILITY OPERATIONS 
The AGD has approximately 2300 miles of distribution main lines and 

124,000 service lines in its current distribution system. Since Citizens acquired 
the NAGD system in 1991, AGD has installed approximately 850 miles of distri- 
bution main lines and 50,176 service lines. 

The distribution system in Arizona is primarily new and well maintained. 
Approximately 54 percent of the system is steel and the remainder is plastic pipe. 
AGD has an on-going cathodic protection program for its steel distribution sys- 
tem. As a result, corrosion has all but been eliminated, substantially reducing the 
replacement of those systems. In addition, AGD has a continual leak survey pro- 
gram and implemented a more stringent classification than prescribed by minimal 
safety standards. This approach has greatly reduced the risk of hazard and signifi- 
cantly reduced the unaccounted gas, which is reported annually. 

The AGD distribution system is interconnected with two separate interstate 
pipeline systems and AGD operates 30 interconnect points. The delivery pressures 
are set contractually, and range fiom 200 pounds per square inch gauged (“PSIG”) 
to 1000 PSIG. 

CUSTOMER BASE 
Ninety percent of AGD’s customers are residential and nine percent are 

commercial, with transportation and industrial customers making up the remain- 
ing one percent. AGD provides gas to Griffith Energy Plant, a 600-megawatt 
combined-cycle gas turbine electric generation facility in Mohave County. Griffith 
is AGD’s single largest customer, with annual usage of over 80 MMBtu. 
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The NAGD operation provides natural gas service to approximately 115,000 
customers in portions of Coconino, Mohave, Navajo, and Yavapai counties. This 
service area includes the towns and cities of Flagstaff, Kingman, Prescott, Sedona, 
Show Low, Cottonwood, Clarkdale, Village of Oak Creek, Verde Village, Pine- 
top-Lakeside, and Camp Verde. 

The SCGD serves approximately 7,000 customers in Santa Cruz County. 
Santa Cruz County covers 1,236 square miles and is located near the Mexico bor- 
der in the southern part of the state. Communities that SCGD serves in this area 
include Nogales, Tubac, Patagonia, Kino Springs, and Rio Rico. Citizens’ largest 
customer in the area is the hospital. Other commercial customers include a steri- 
lizer of medical supplies, hotels, restaurants, and schools. 

Fig. 1 AGD Service Territory 
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STUDY PROCEDURE 

INTRODUCTION 
The purpose of a depreciation study is to analyze the mortality characteristics, 

net salvage rates and adequacy of the depreciation accrual and recorded deprecia- 
tion reserve for each rate category. This study provides the foundation and docu- 
mentation for recommended changes in the depreciation accrual rates used by 
Citizens for its Northern Arizona and Santa Cruz gas divisions. Rates proposed in 
this study are subject to approval by the ACC. 

SCOPE 

five major tasks: 
The steps involved in conducting a depreciation study can be grouped into 

Data Collection; 
Life Analysis and Estimation; 
Net Salvage Analysis; 
Depreciation Reserve Analysis; and 
Development of Accrual Rates. 

of each of these tasks as described below. 
The scope of the 2002 study for NAGD and SCGD included a consideration 

DATA COLLECTION 
The minimum database required to conduct a statistical life study consists of 

a history of vintage year additions and unaged activity year retirements, transfers 
and adjustments. These data must be appropriately adjusted for transfers, sales and 
other plant activity that would otherwise bias the measured service life of normal 
retirements. The age distribution of surviving plant for unaged data can be esti- 
mated by distributing the plant in service at the beginning of the study year to 
prior vintages in proportion to the theoretical amount surviving fi-om a projection 
or survivor curve identified in the life study. The statistical methods of life analy- 
sis used to examine unaged plant data are known as semi-actuarial techniques. 

A far more extensive database is required to apply the statistical methods of 
life analysis known as actuarial techniques. Plant data used in an actuarial life 
study most often include the age distribution of surviving plant at the beginning of 
the study year and the vintage year, activity year, and dollar amounts associated 
with normal retirements, reimbursed retirements, sales, abnormal retirements, 
transfers, corrections, and extraordinary adjustments over a series of prior activity 
years. An actuarial database may include the age distribution of surviving plant at 
the beginning of the earliest activity year, rather than at the beginning of the study 
year. Plant additions, however, must be included in a database containing an open- 
ing age distribution to derive aged survivors at the beginning of the study year. All 
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activity year transactions with vintage year identification are coded and stored in a 
data file. The data are processed by a computer program and transaction summary 
reports are created in a format reconcilable to the Companyk official plant re- 
cords. The availability of such detailed information is dependent upon an account- 
ing system that supports aged property records. The Company’s Continuing 
Property Record (CPR) system provides aged transactions as described below. 

Foster Associates was provided a transaction database for NAGD originally 
compiled by the Company and used in its 1993 study. The database had been as- 
sembled from a Southern Union Gas Company legacy system that included activ- 
ity year transactions from inception through December 31, 1991. The database 
provided aged transactions for all plant accounts with the exception of Account 
381.00 (Meters) and Account 383.00 (House Regulators), which were unaged. 
Foster Associates appended 1992-2001 actual aged transactions to this database 
and initiated aged transaction activity for the Meters and House Regulator ac- 
counts beginning in 1992. The 1992-1998 transactions were compiled from an- 
nual “CPR Plant Control” reports issued from a Computer Associates plant 
accounting system. The 1999-2001 transactions were compiled fiom the current 
S A P  system installed in 1999 and populated with age distributions at December 
3 1, 1998. Foster Associates reconciled the 1992-2001 activity year total transac- 
tions to Company ledger reports and the age distribution of surviving plant was 
reconciled to the CPR age distribution at December 3 1,2001. 

Foster Associates was also provided an unaged database for SCGD originally 
compiled by the Company for all accounts from inception through December 31, 
1998. Foster Associates appended unaged transactions for 1999-2001 to this data- 
base and reconciled the 1978-2001 activity year total transactions to Company 
ledger reports. The unaged database provided the basis for parameter analysis and 
estimation. Additionally, Foster Associates initiated an aged transaction database 
for all accounts beginning in 1999. The aged database was reconciled to Company 
ledger reports for activity years 1999-2001 and to the CPR age distribution at De- 
cember 31, 2001. The resulting database provided the age distributions used for 
accrual computations in the 2002 depreciations study. 

LIFE ANALYSIS AND ESTIMATION 
Life analysis and life estimation are terms used to describe a two-step proce- 

dure for estimating the mortality characteristics of a plant category. The first step 
(i.e., life analysis) is largely mechanical and mostly concerned with history. Statis- 
tical techniques are used in this step to obtain a mathematical description of the 
forces of retirement acting upon a plant category and an estimate of service life 
known as the projection life of the account. The mathematical expressions used to 
describe these life characteristics are known as survival functions. 
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The second step (i.e., life estimation) is concerned with predicting the ex- 
pected remaining life of property units still exposed to the forces of retirement. It 
is a process of blending the results of the life analysis with informed judgment 
(including expectations about the future) to obtain an appropriate projection life 
and curve. The amount of weight given to the life analysis will depend upon the 
extent to which past retirement experience is considered descriptive of the future. 

The analytical methods used in a life analysis are broadly classified as actuar- 
ial and semi-actuarial techniques. Actuarial techniques can be applied to plant ac- 
counting records that reveal the age of a plant asset at the time of its retirement 
from service. In other words, each property unit must be identifiable by date of in- 
stallation and age at retirement. Semi-actuarial techniques can be used to derive 
service life and dispersion estimates when age identification of retirements is not 
maintained or readily available. Two different semi-actuarial techniques known as 
the Simulated Plant-Record (SPR) method and the Computed Mortality method 
were used in the AGD study to analyze both aged and unaged plant accounts. 

A computer program designed and developed by Foster Associates was used 
to conduct an SPR analysis of a) annual plant balances; b) annual retirements; and 
c) period retirements. The SPR annual balances method is a trial and error proce- 
dure in which a set of annual recorded balances (or cumulative retirements) for a 
plant category is approximated by distributing the recorded vintage additions over 
time according to the proportion surviving obtained from a selected family of sur- 
vivor curves. An average service life can be found for each survivor curve within 
the family such that the sum of squared differences between the recorded balance 
and the simulated balances is minimized. The survivor curve and average service 
life which produces the smallest minimum sum of squared differences is taken as 
the best descriptor of the observed retirement experience. 

The SPR annual retirements method is procedurally identical to the annual 
balances method with a substitution of plant retirements for plant balances. The 
life and dispersion indications obtained from the two methods may be different, 
however, due to the statistical property of independence associated with a series of 
annual retirements. 

The SPR period retirements method is a variation of the annual retirements 
method in which the total volume of retirements over a band of years is simulated 
without regard to the year in which the retirements were recorded. Unlike the an- 
nual retirements method, however, the period retirements method is a two-step 
procedure in which the average service life for each survivor curve within the 
family is first determined using a zero difference criterion. A set of annual retire- 
ments is then simulated using the previously derived average service life. The sur- 
vivor curve and average service life which produces the minimum sum of squared 
differences between the recorded retirements and the simulated retirements is 
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taken as the best descriptor of the observed retirement experience. 

The objective of a computed mortality analysis is to find the average service 
life for a specified retirement dispersion that will simulate the age distribution of 
surviving plant for a series of activity years such that the sum of the simulated 
survivors will equal the activity year recorded plant balance. The age distribution 
for each activity year is obtained using a trial and error procedure in which a series 
of survivor ratios is applied to the age distribution derived for the prior activity 
year. This process is repeated until a set of survivor ratios is discovered that will 
produce a simulated plant balance for the activity year equal to the recorded bal- 
ance. The estimated realized life for each vintage is obtained fiom a successive 
accumulation of the dollar-years of service provided by the simulated survivors. 
Foster Associates' computed mortality analysis program was used in this study to 
supplement the SPR analyses and to derive an age distribution of surviving plant 
for the unaged plant accounts. 

An actuarial life analysis program designed and developed by Foster Associ- 
ates was used in this study to analyze aged plant accounts. The first step in an ac- 
tuarial analysis involves a systematic treatment of the available data for the 
purpose of constructing an observed life table. A complete life table contains the 
life history of a group of property units installed during the same accounting pe- 
riod and various probability relationships derived fiom the data. A life table is ar- 
ranged by age-intervals (usually defined as one year) and shows the number of 
units (or dollars) entering and leaving each age-interval and probability relation- 
ships associated with this activity. Thus, a life table minimally shows the age of 
each survivor and the age of each retirement fiom a group of units installed in a 
given accounting year. 

A life table can be constructed in any one of at least five available methods. 
The annual-rate or retirement-rate method was used in this study. The mechanics 
of the annual-rate method require the calculation of a series of ratios obtained by 
dividing the number of units (or dollars) surviving at the beginning of an age in- 
terval into the number of units (or dollars) retired during the same interval. This 
ratio (or set of ratios) is commonly referred to as the retirement ratio. The cumula- 
tive proportion surviving is obtained by multiplying the retirement ratio for each 
age interval by the proportion of the original group surviving at the beginning of 
that age interval and subtracting this product fiom the proportion surviving at the 
beginning of the same interval. The annual-rate method can be applied to multiple 
groups or vintages by combining the retirements andor survivors of like ages for 
each vintage included in the analysis. 

The second step in an actuarial analysis involves graduating or smoothing the 
observed life table and fitting the smoothed series to a family of survival h c -  
tions. The functions used in this study are the Iowa-type curves which are mathe- 
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matically described in terms of the Pearson fiequency curve family. The observed 
life table was smoothed by a weighted least-squares procedure in which first, sec- 
ond and third degree polynomials were fitted to the observed retirement ratios. 
The resulting function can be expressed in terms of a survivorship function which 
is numerically integrated to obtain an estimate of the average service life. The 
smoothed survivorship function is then fitted by a weighted least-squares proce- 
dure to the Iowa-curve family to obtain a mathematical description or classifica- 
tion of the dispersion characteristics of the data. 

The set of computer programs used in this analysis provides multiple rolling- 
band and shrinking-band analyses of an account. Observation bands are defined in 
terms of a "retirement era" which means that the analysis is restricted to the re- 
tirement activity of all vintages represented by survivors at the beginning of a se- 
lected era. In a rolling-band analysis, a year of retirement experience is added to 
each successive retirement band and the earliest year fiom the preceding band is 
dropped. A shrinking-band analysis begins with the total retirement experience 
available and the earliest year fiom the preceding band is dropped for each succes- 
sive band. Rolling and shrinking band analyses often provide an indication of 
trends in the behavior of the dispersion and average service life. 

Options available in the actuarial life analysis program include the width and 
location of both placement and observation bands; the interval of years included 
in a selected rolling or shrinking band analysis; the estimator of the hazard rate 
(actuarial, conditional proportion retired, or maximum likelihood); the elements to 
include on the diagonal of a weight matrix (exposures, inverse of age, inverse of 
variance, or unweighted); and the age at which an observed life table is truncated. 
In addition to performing the life analysis as discussed above, the programs offer 
tabular and graphics output as an aid in the analysis and optionally creates data 
output files required in the calculation of depreciation accruals. 

NET SALVAGE ANALYSIS 
An estimate of the net salvage rate applicable to future retirements is most of- 

ten obtained fiom an analysis of gross salvage and removal expense realized in the 
past. An analysis of past experience (including an examination of trends over 
time) provides an appropriate basis for estimating future salvage and cost of re- 
moval. However, consideration should also be given to events that may cause de- 
viations fiom net salvage realized in the past. Among the factors that should be 
considered are the age of plant retirements; the portion of retirements likely to be 
reused; changes in the method of removing plant; the type of plant to be retired in 
the future; inflation expectations; the shape of the projection life curve; and eco- 
nomic conditions that may warrant greater or lesser weight to be given to the net 
salvage observed in the past. 
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Special consideration should also be given to the treatment of insurance pro- 
ceeds and other forms of third-party reimbursements credited to the depreciation 
reserve. A properly conducted net salvage study will exclude such activity from 
the estimate of future parameters and include the activity in the computation of 
realized and average net salvage rates. 

A traditional, historical analysis using a five-year moving average of the ratio 
of realized salvage and removal expense to the associated retirements was used in 
this study to a) estimate a realized net salvage rate; b) detect the emergence of his- 
torical trends; and c) establish a basis for estimating a future net salvage rate. Cost 
of removal and salvage opinions obtained from AGD operating personnel were 
blended with judgment and historical net salvage indications in developing esti- 
mates of the fiture. 

The average net salvage rate for an account was estimated using direct dollar 
weighting of historical retirements with the historical net salvage rate, and future 
retirements (i.e., surviving plant) with the estimated future net salvage rate. The 
computation of the estimated average net salvage rate for each rate category is 
shown in Statement D. 

DEPRECIATION RESERVE ANALYSIS 
The purpose of a depreciation reserve analysis is to compare the current level 

of the recorded reserve with the level required to achieve the goals or objectives 
of depreciation accounting if the amount and timing of future retirements and net 
salvage are realized as predicted. The difference between the required deprecia- 
tion reserve and the recorded reserve provides a measurement of the expected ex- 
cess or shortfall that will remain in the depreciation reserve if corrective action is 
not taken to eliminate the reserve imbalance. 

Unlike a recorded reserve which represents the net amount of depreciation 
expense charged to previous periods of operations, a theoretical reserve is a meas- 
ure of the implied reserve requirement at the beginning of a study year if the tim- 
ing of fbture retirements and net salvage is in exact conformance with a survivor 
curve chosen to predict the probable life of plant units still exposed to the forces 
of retirement. Stated differently, a theoretical depreciation reserve is the difference 
between the recorded cost of plant presently in service and the sum of the depre- 
ciation expense and net salvage that will be charged in the future if plant retire- 
ments are distributed over time according to a specified retirement frequency 
distribution. 

The survivor curve used in the calculation of a theoretical depreciation re- 
serve is intended to describe forces of retirement that will be operative in the fu- 
ture. However, retirements caused by forces such as accidents, physical 
deterioration and changing technology seldom, if ever, remain stable over time. It 
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is unlikely, therefore, that a probability or retirement frequency distribution can be 
identified that will accurately describe the age of plant retirements over the com- 
plete life cycle of a vintage. It is for this reason that depreciation rates should be 
reviewed periodically and adjusted for observed or predicted changes in the pa- 
rameters chosen to describe the underlying forces of mortality. 

Although reserve records are commonly maintained by various account clas- 
sifications, the total reserve for a company is the most important measure of the 
status of the company's depreciation practices and procedures. If a company has 
not previously conducted statistical life studies or considered retirement disper- 
sion in setting depreciation rates, it is likely that some accounts will be over- 
depreciated and other accounts will be under-depreciated relative to a calculated 
theoretical reserve. Differences between the theoretical reserve and the recorded 
reserve also will arise as a normal occurrence when service lives, dispersion pat- 
terns and net salvage estimates are adjusted in the course of depreciation reviews. 
It is appropriate, therefore, and consistent with group depreciation theory to peri- 
odically redistribute or rebalance the total recorded reserve among the various 
primary accounts based upon the most recent estimates of retirement dispersion 
and net salvage rates. 

A redistribution of recorded reserves is appropriate for AGD. Considerable 
time has elapsed since the adoption of the parameters used to develop AGD's cur- 
rent depreciation rates and implied reserve imbalances have been created by the 
now-available age distributions from which theoretical reserves were derived. Re- 
serves should also be realigned in this study to reflect implementation of the vin- 
tage group procedure and the parameters recommended in developing revised 
remaining-life depreciation rates. A redistribution of the recorded reserve will 
provide AGD a restated reserve balance for each primary account consistent with 
the parameters and depreciation system proposed in this study. 

A redistribution of the recorded reserve for each function (ie., Transmission, 
Distribution, General and CIAC) was achieved by multiplying the calculated re- 
serve for each primary account within a function by the ratio of the function total 
recorded reserve to the function total calculated reserve. The sum of the redistrib- 
uted reserves within a function is, therefore, equal to the h c t i o n  total recorded 
depreciation reserve before the redistribution. CIAC reserves for distribution ac- 
counts were combined with the function plant reserves to achieve a rebalancing 
between the plant and the CIAC reserves. 

Statement C (page 19) provides a comparison of the computed and recorded 
reserves for NAGD on December 31, 2001. The recorded reserve was 
$44,595,254 or 21.6 percent of the depreciable plant investment. The correspond- 
ing computed reserve is $36,135,202 or 17.5 percent of the depreciable plant in- 
vestment. A proportionate amount of the measured reserve imbalance of 
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$8,485,253 will be amortized over the composite weighted-average remaining life 
of each rate category using the remaining life depreciation rates proposed in this 
study. 

Statement C (page 24) provides a comparison of the computed and recorded 
reserves for SCGD at December 31, 2001. The recorded reserve was $6,458,801 
OT 49.5 percent of the depreciable plant investment. The corresponding computed 
reserve is $4,325,143 or 33.1 percent of the depreciable plant investment. A pro- 
portionate amount of the measured reserve imbalance of $2,133,658 will be amor- 
tized over the composite weighted-average remaining life of each rate category 
using the remaining life depreciation rates proposed in this study. 

DEVELOPMENT OF ACCRUAL RATES 
The goal or objective of depreciation accounting is cost allocation over the 

economic life of an asset in proportion to the consumption of service potential. 
Ideally, the cost of an asset-which represents the cost of obtaining a bundle of 
service units-should be allocated to future periods of operation in proportion to 
the amount of service potential expended during an accounting interval. The ser- 
vice potential of an asset is the present value of future net revenue ( ie . ,  revenue 
less expenses exclusive of depreciation and other non-cash expenses) or cash in- 
flows attributable to the use of that asset alone. 

Cost allocation in proportion to the consumption of service potential is most 
often approximated by the use of depreciation methods employing time rather 
than net revenue as the apportionment base. Examples of time-based methods in- 
clude sinking-hd, straight-line, declining balance, and sum-of-the-years’ digits. 
The advantage of using a time-based method is that an estimate of the remaining 
amount of service potential an asset will provide or the amount of service actually 
consumed during an accounting interval is not required. Time-based allocation 
methods, however, do not change the goal of depreciation accounting. If it is rea- 
sonable to predict that the net revenue pattern of an asset will either decrease or 
increase over time, then an accelerated or decelerated time-based method should 
be used to approximate the rate at which service potential is actually consumed. 

The time period over which the cost of an asset will be allocated to operations 
is determined by the combination of a procedure and a technique. A depreciation 
procedure describes the level of grouping or sub-grouping of assets within a plant 
category. The broad group, vintage group, equal-life group, and item or unit are a 
few of the more widely used procedures. A depreciation technique describes the 
life statistic used in a depreciation system. The whole life and remaining life (or 
expectancy) are the most common techniques. 

The first step in the development of an accrual rate, therefore, is the selection 
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of an appropriate method, procedure and technique. Depreciation rates proposed 
in this study were developed using a system composed of the straight-line method, 
vintage group procedure, remaining-life technique. It is the opinion of Foster As- 
sociates that this system will remain appropriate for AGD provided depreciation 
studies are conducted periodically and parameters are routinely adjusted to reflect 
changing operating conditions. 
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STATEMENTS 

I NTRO D UCTI o N 
This section provides a comparative summary of depreciation rates, annual 

depreciation accruals, recorded and computed depreciation reserves, and present 
and proposed service life and net salvage parameters recommended for NAGD 
and SCGD. The content of these statements is briefly described below. . Statement A provides a comparative summary of present and pro- 

posed annual depreciation rates using the vintage group procedure, 
remaining-life technique. 

m Statement B provides a comparison of the present and proposed 
annualized 2002 depreciation accruals using the vintage group pro- 
cedure, remaining-life technique. . Statement C provides a comparison of the recorded, computed and 
redistributed reserves for each rate category at December 3 1,2001. 
Statement D provides a summary of the components used to obtain 
a weighted average net salvage rate for each rate category. . Statement E provides a comparative summary of present and pro- 
posed parameters including projection life, projection curve, aver- 
age service life, average remaining life, and average and future net 
salvage rates. 

The present depreciation accruals shown on Statements B are the product of 
the plant investment (Column B) and the present depreciation rates (Column D) 
shown on Statement A. These are the effective rates used by the Company for the 
mix of investments recorded on December 3 1, 2001. Similarly, the proposed de- 
preciation accruals shown on Statements B are the product of the plant investment 
and the proposed depreciation rates (Column H) shown on Statement A. The pro- 
posed remaining life accrual rates (Statement A) are given by: 

1 .O - Reserve Ratio - Future Net Salvage Rate 
Remaining Life 

Accrual Rate = 
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Statements A through E 



CITIZENS COMMUNICATIONS CO - Northern Arizona Gas Division 
Comparison of Present and Proposed Accrual Rates 

Present: BG Procedure I RL Technique 
Proposed: VG Procedure / RL Technique 

r 
Present Proposed 

Rem. Future Accrual Rem. Future Reserve Accrual 
Account Description Life Salvage Rate Life Salvage Ratio Rate 

4 

Statement A 

TRANSMISSION 
367.00 Mains 
369.00 Measuring and Regulating Station Equip. 

DISTRIBUTION 
376.00 Mains 
378.00 Measuring and Regulating Equipment 
379.00 Measuring and Regulating Station Equip, 
380.00 Services 
381 .OO Meters 
382.00 Meter Installations 
383.00 House Regulators 
384.00 House Regulator Installations 
385.00 Industrial Meas. And Reg. Station Equip. 
387.00 Other Equipment 

GENERAL PLANT 
390.00 Structures and Improvements 
391 .OO Office Furniture and Equipment 
391.10 Office Furniture and Equip. - Computers 
391.20 Office Furniture and Equip. - Mechanical 
393.00 Stores Equipment 
394.00 Tools, Shop & Garage Equipment 
395.00 Laboratory Equipment 
396.00 Power Operated Equipment 
397.00 Communication Equipment 
398.00 Miscellaneous Equipment 

Total Transmission 

Total Distribution 

Total General Plant 

22.50 2.57% 55.32 -10.0% 22.30% 1.59% 
19.00 -5.0% 3.32% 49.42 -5.0% 25.57% 1.61% 

2.63% 54.70 -9.6% 22.55% 1.59% 
----- 

29.10 
17.70 
13.80 
34.80 
26.90 
26.90 
20.20 
20.20 
22.70 

-10.0% 2.22% 
-30.0% 5.73% 

5.52% 

2.86% 
2.86% 
3.77% 
3.77% 

40.0% 3.82% 

-130.0% 4.75% 

47.62 
35.82 
35.67 
44.07 
26.84 
36.42 
27.99 
33.41 
29.21 

-20.0% 19.31% 
-30.0% 19.68% 

14.88% 
-50.0% 23.32% 

44.44% 
10.87% 
24.33% 
5.52% 

40.0% 63.88% 

2.11% 
3.08% 
2.39% 
2.87% 
2.07% 
2.45% 
2.70% 
2.83% 
2.61% ----- 19.90 3.64% 23.54 26.41% 3.13% 

2.99% 44.80 -25.9% 21.49% 2.33% 

10.80 
14.20 
4.80 
14.20 
22.30 
15.30 
15.30 
6.80 
7.70 
7.00 

3.10% 
4.82% 
20.00% 
4.54% 
2.27% 
5.76% 
5.76% 

10.0% 24.60% 
4.93% 
5.43% 
9.55% 

-- 

22.39 
19.07 
2.64 
21.37 
30.76 
19.76 
5.65 
8.19 
11.74 
22.10 
9.16 

16.18% 
18.90% 
63.26% 
3.64% 
6.72% 

46.68% 
10.0% 38.59% 

28.98% 

28.82% 

11.49% 
0.2% 31.95% 

3.74% 
4.25% 
13.92% 
4.51 % 
3.03% 
3.60% 
9.44% 
6.28% 
6.05% 
4.01% 
7.41% 

CONTRIBUTIONS IN AID OF CONSTRUCTION 
376.09 Mains 29.10 -10.0% 2.22% 33.41 48.73% 1.53% 

34.80 -130.0% 4.75% 46.18 9.30% 1.96% 380.09 Services 
Total Contributions in Aid of Construction 2.63% 36.06 42.30% 1.60% 

----- 
TOTAL UTILITY 3.51% 37.62 -24.0% 21.57% 2.72% 
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CITEENS COMMUNICATIONS CO - Northern Arizona Gas Division 
Comparison of Present and Proposed Accruals 

Present: BG Procedure I RL Technique 
Proposed: VG Procedure I RL Technique 

Statement B 

~ 

Account Description 
2002 Annualized Accrual 

Present Proposed Difference 

1 2-31 -01 
Plant 

Investment 
A 

TRANSMISSION 
367.00 Mains 
369.00 Measuring and Regulating Station Equip. 

DISTRIBUTION 
376.00 Mains 
378.00 Measuring and Regulating Equipment 
379.00 Measuring and Regulating Station Equip, 
380.00 Services 
381.00 Meters 
382.00 Meter Installations 
383.00 House Regulators 
384.00 House Regulator Installations 
385.00 Industrial Meas. And Reg. Station Equip. 
387.00 Other Equipment 

Total Distribution 

GENERAL PLANT 
390.00 Structures and Improvements 
391.00 Office Furniture and Equipment 
391.10 Office Furniture and Equip. - Computers 
391.20 Office Furniture and Equip. - Mechanical 
393.00 Stores Equipment 
394.00 Tools, Shop & Garage Equipment ' 
395.00 Laboratory Equipment 
396.00 Power Operated Equipment 
397.00 Communication Equipment 
398.00 Miscellaneous Equipment 

CONTRIBUTIONS IN AID OF CONSTRUCTION 
376.09 Mains 
380.09 Services 

Total Transmission 

Total General Plant 

Total Contributions in Aid of Construction 

TOTAL UTILITY 

B O F H=F-D 

$10,251,128 $263,454 $162,993 ($100,461) 
852,982 28,319 13,733 (1 4,586) 

$11,104,110 $291,773 $176,726 ($115,047) 

$120,370,837 
1,718,973 
1,745,625 
47,317,504 
8,591,238 
4,165,814 
1,552,465 
281,253 
786,344 
724,667 

$1 87,254,720 

$4,553,667 
736,96 1 

5,l 11,857 
2,610,819 
100,289 

1,264,771 
5 13,358 
341,733 
898,603 
259,257 

$16,391,314 

$2,672,233 
98,497 
96,359 

2,247,581 
245,709 
119,142 
58,528 
10,603 
30,038 
26,378 

$5,605,068 

$141,164 
35,522 

1,022,371 
118,531 
2,277 
72,851 
29,569 
84,066 
44,301 
14,078 

$1,564,730 

$2,539,825 
52,944 
41,720 

1,358,012 
177,839 
102,062 
41,917 
7,959 
20,524 
22,682 

$4,365,484 

$1 70,307 
31,321 
71 1,571 
117,748 
3,039 
45,532 
48,461 
21,461 
54,365 
10,396 

$1,214,201 

($1 32,408) 
(45,553) 
(54,639) 
(889,569) 
(67,870) 
(1 7,080) 
(16,611) 
(2,644) 
(9,514) 
(3,696) 

($1,239,584) 

$29,143 

(310,800) 
(4,201) 

(783) 
762 

(27,319) 
18,892 
(62,605) 
10,064 
(3,6821 

($350,529) 

($6,684,422) ($148,394) ($1 02,272) $46,122 

$206.761.773- 1$1.622.657) 

(1,303,950) (61,938) (25,557) 36,381 
($7,988,372) ($210,332) ($127,829) $82,503 
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Statements A through E 



CITIZENS COMMUNICATIONS CO - Santa Cruz Gas Division 
Comparison of Present and Proposed Accrual Rates 

Statement A 

Present: BG Procedure / RL Technique 
Proposed: VG Procedure / RL Technique 

Present 
Rem. Future Accrual 

Account Description Life Salvage Rate Life Salvage Ratio 
A 

TRANSMISSION 
367.00 Mains 
369.00 Measuring and Regulating Equipment 

DISTRIBUTION 
375.00 Structures and Improvements 
376.00 Mains 
378.00 Meas. and Reg. Sta. Equip. - General 
379.00 Meas. and Reg. Sta. Equip. - City Gate 
380.00 Services 
381 .OO Meters 
382.00 Meter Installations 
383.00 House Regulators 
384.00 House Regulator Installations 

Total Distribution 

GENERAL PLANT 
390.00 Structures and Improvements 
391 .OO Office Furniture and Equipment 
394.00 Tools, Shop & Garage Equipment 
395.00 Laboratory Equipment 
396.00 Power Operated Equipment 
397.00 Communication Equipment 
398.00 Miscellaneous Equipment 

CONTRIBUTIONS IN AID OF CONSTRUCTION 
376.09 Mains 
380.09 Services 

Total Transmission 

Total General Plant 

Total Contributions in Aid of Construction 

TOTAL UTILITY 

B C 0 

-5.0% 2.67% 
4.14% 
2.73% 

--- 

7.27% 

3.07% 
3.07% 

2.58% 
2.58% 
4.06% 
4.06% 
3.71% 

-5.0% 2.99% 

-25.0% 5.65% 

--- 

3.50% 
3.94% 
3.39% 
3.28% 
0.99% 
4.13% 
5.06% 
3.33% 

--- 

-5.0% 2.99% 
-25.0% 5.65% --- 

3.27% 
3.69% 

E F G H 

36.86 -10.0% 79.82% 0.82% 
43.56 -5.0% 47.84% 1.31% 
37.23 -9.8% 78.57% 0.84% 
-- 

16.64 
43.64 
31.66 
33.75 
39.69 
26.51 
29.96 
22.87 
34.50 
39.74 

79.21% 

38.64% 
26.38% 

50.83% 
38.64% 
52.16% 
2.14% 

-20.0% 48.93% 

-50.0% 47.85% 

-25.4% 48.50% 

1.25% 
1.63% 
1.94% 
2.18% 
2.57% 
1.85% 
2.05% 
2.09% 
2.84% 
1.93% 

14.46% 3.97% 21.56 
25.00 15.67% 3.37% 
21.60 13.33% 4.01% 
16.41 42.84% 3.48% 
11.67 10.0% 57.20% 2.81% 
13.52 9.28% 6.71% 
-- 20.51 17.16% 4.04% 
20.35 0.6% 17.90% 4.00% 

50.95 22.56% 1.52% 
44.67 16.02% 1.88% -- 
50.14 21.86% 1.56% 
38.45 -25.3% 49.45% 1.97% 
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CITIZENS COMMUNICATIONS CO - Santa Cruz Gas Division 
Comparison of Present and Proposed Accruals 

Statement B 

Present: BG Procedure I RL Technique 
Proposed: VG Procedure I RL Technique 

I 1 2-31 -01 

Account DescriDtion 
Plant 2002 Annualized Accrual 

Investment Present ProPosed Difference 

TRANSMISSION 
367.00 Mains 
369.00 Measuring and Regulating Equipment 

DISTRIBUTION 
375.00 Structures and Improvements 
376.00 Mains 
378.00 Meas. and Reg. Sta. Equip. - General 
379.00 Meas. and Reg. Sta. Equip. - City Gate 
380.00 Services 
381 .OO Meters 
382.00 Meter Installations 
383.00 House Regulators 
384.00 House Regulator Installations 

Total Distribution 

GENERAL PLANT 
390.00 Structures and Improvements 
391 .OO Ofice Furniture and Equipment 
394.00 Tools, Shop & Garage Equipment 
395.00 Laboratory Equipment 
396.00 Power Operated Equipment 
397.00 Communication Equipment 
398.00 Miscellaneous Equipment 

CONTRIBUTIONS IN AID OF CONSTRUCTION 

Total Transmission 

Total General Plant 

376.09 Mains 
380.09 Services 

Total Contributions in Aid of Construction 

TOTAL UTILITY 

$301,132 $8,040 $2,469 ($5,571) 
12,243 507 160 (347) 

$313,375 $8,547 $2,629 ($5,918) 

$8,247 
7,444,088 

95,923 
12,144 

3,571,999 
1,118,258 
353,454 
299,491 
3,319 

$12,906,924 

$600 
222,578 
2,945 
373 

201,818 
28,851 
9,119 
12,159 

135 
$478,578 

$103 
121,339 
1,861 
265 

91,800 
20,688 
7,246 
6,259 

94 
$249,655 

($497) 
(1 01,239) 
(1,084) 
(108) 

(110,018) 
(8,163) 
(1,873) 
(5,900) 
(41) 

($228,923) 

$1 09,662 $3,838 $4,354 $51 6 
10.306 406 347 (59) 
146,412 4,963 5,871 908 
15,873 521 552 31 
20,526 203 577 374 
15.513 64 1 1,041 400 
2,263 115 91 (24) 

$2,146 $10,687 $12,833 $320,555 

($427,901) ($12,794) ($6,504) $6,290 
(51,010) (2,882) (959) 1,923 

($478,911) ($15,676) ($7,463) $8,213 
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ANALYSIS 

INTRODUCTION 
This section prc rides n explanation of the supporting schedul s developed 

in the AGD depreciation studies to estimate appropriate projection curves, projec- 
tion lives and net salvage statistics for each rate category. The form and content of 
the schedules developed for an account depend upon the method of analysis 
adopted for the category. 

This section also includes an example of the supporting schedules developed 
for NAGD Account 380.00 - Services. Documentation for all other plant accounts 
is contained in the study work papers. Supporting schedules developed in the cur- 
rent AGD study include: 

Schedule A - Generation Arrangement; 

Schedule B - Age Distribution; 

Schedule C - Unadjusted Plant History; 

Schedule D - Adjusted Plant History; 

Schedule E - Actuarial Life Analysis; 

Schedule F - Graphics Analysis; 

Sehedule G - Simulated Plant-Record Analysis; 

Sehedule H - Computed Mortality Analysis; and 

Schedule I - Historical Net Salvage Analysis. 

The format and content of these schedules are briefly described below. 

SCHEDULE A - GENERATION ARRANGEMENT 
The purpose of this schedule is to obtain appropriate weighted-average life 

statistics for a rate category. The weighted-average remaining-life is the sum of 
Column H divided by the sum of Column I. The weighted average life is the sum 
of Column C (adjusted for average net salvage) divided by the sum of Column I. 
The computed depreciation reserve can be derived from this schedule by subtract- 
ing the computed net plant (Column H) from the surviving plant (Column C) ad- 
justed for average net salvage. The net salvage adjustment is Column C multiplied 
by the hture net salvage rate. The computed reserve (except for rounding) is 
therefore given by 

Computed Reserve = Plant(1 .O - Future Net Salvage) - Computed Net Plant. 

The following table provides a description of each column in the generation 
arrangement. 
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Generation 
Arrangement 

I 

Column Title Description 

A Vintage Vintage or placement year of surviving plant. 

B Age 

C Surviving Plant Actual dollar amount of surviving plant. 

Age of surviving plant at beginning of study year. 

D Average Life Estimated average life of each vintage. This statistic is t h f  
sum of the realized life and the unrealized life, which is 
the product of the remaining life (Column E) and the the0 
retical proportion surviving. 

E Remaining Life Estimated remaining life of each vintage. 

F Net Plant Ratio 

G Allocation Factor 

Theoretical net plant ratio of each vintage. 

A pivotal ratio which determines the amortization period 
of the difference between the recorded and computed re- 
serve. 

Computed Net Plant Plant in service less theoretical reserve for each vintage. 

Ratio of computed net plant (Column H) and remaining 
life (Column E). 

H 

I Accrual 

TABLE 3. GENERATION ARRANGEMENT 

SCHEDULE B - AGE DISTRIBUTION 
This schedule provides the age distribution and realized life of surviving plant 

shown in Column C of the Generation Arrangement (Schedule A). The format of 
the schedule depends upon the availability of either aged or unaged data. Derived 
additions for vintage years older than the earliest activity year in an account for 
unaged data are obtained from the age distribution of surviving plant at the begin- 
ning of the earliest activity year. The amount surviving from these vintages is 
shown in Column D. The realized life (Column G) is derived from the dollar years 
of service provided by a vintage over the period of years the vintage has been in 
service. Plant additions for vintages older than the earliest activity year in an ac- 
count are represented by the opening balances shown in Column D. 

The computed proportion surviving (Column D) for unaged data is derived 
from a computed mortality analysis. The average service life displayed in the title 
block is the life statistic derived for the most recent activity year, given the de- 
rived age distribution at the start of the year and the specified retirement disper- 
sion. The realized life (Column F) is obtained by finding the slope of an SC 
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retirement dispersion, which connects the computed survivors of a vintage (Col- 
umn E) to the recorded vintage addition (Column B). The realized life is the area 
bounded by the SC dispersion, the computed proportion surviving and the age of 
the vintage. 

SCHEDULE C - UNADJUSTED PLANT HISTORY 
This schedule provides a summary of recorded plant data extracted fkom the 

continuing property records maintained by the Company. Activity year total 
amounts shown on this schedule for aged data are obtained fkom a historical ar- 
rangement of the data base in which all plant accounting transactions are identi- 
fied by vintage and activity year. Activity year totals for unaged data are obtained 
from a transaction file without vintage identification. Information displayed in the 
unadjusted plant history is consistent with regulated investments reported inter- 
nally by the Company. 

SCHEDULE D - ADJUSTED PLANT HISTORY 
This schedule provides a summary of recorded plant data extracted fkom the 

continuing property records maintained by the Company with sales, transfers, and 
adjustments appropriately aged for depreciation study purposes. Activity year total 
amounts shown on this schedule for aged data are obtained fkom a historical ar- 
rangement of the data base in which all plant accounting transactions are identi- 
fied by vintage and activity year. Ageing of adjusting transactions is achieved 
using transaction codes that identify an adjusting year associated with the dollar 
amount of a transaction. Adjusting transactions processed in the adjusted plant 
history are not aged in the Company’s records nor in the unadjusted plant history. 

SCHEDULE E - ACTUARIAL LIFE ANALYSIS 
These schedules provide a summary of the dispersion and life indications ob- 

tained fkom an actuarial life analysis for a specified placement band. The observa- 
tion band (Column A) is specified to produce either a rolling-band or a shrinking- 
band analysis depending upon the movement of the end points of the band. The 
degree of censoring (or point of truncation) of the observed life table is shown in 
Column B for each observation band. The estimated average service life, best fit- 
ting Iowa dispersion, and a statistical measure of the goodness of fit are shown for 
each degree polynomial (First, Second, and Third) fitted to the estimated hazard 
rates. Options available in the analysis include the width and location of both the 
placement and observation bands; the interval of years included in a selected roll- 
ing or shrinking band analysis; the estimator of the hazard rate (actuarial, condi- 
tional proportion retired, or maximum likelihood); the elements to include on the 
diagonal of a weight matrix (exposures, inverse of age, inverse of variance, or 
unweighted); and the age at which an observed life table is truncated. 
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The estimated average service lives (Columns Cy F, and I) are flagged with an 
asterisk if negative hazard rates are indicated by the fitted polynomial. All nega- 
tive hazard rates are set equal to zero in the calculation of the graduated survivor 
curve. The Conformance Index (Columns E, H, and K) is the square root of the 
mean sum-of-squared differences between the graduated survivor curve and the 
best fitting Iowa curve. A Conformance Index of zero would indicate a perfect fit. 

SCHEDULE F - GRAPHICS ANALYSIS 
This schedule provides a graphics plot of the observed proportion surviving 

for a selected placement and observation band and the projection curve and pro- 
jection life selected to describe future forces of mortality. 

SCHEDULE G - SIMULATED PLANT-RECORD ANALYSIS 
This schedule summarizes a Simulated Plant-Record analysis using the an- 

nual balances, annual retirements, or period retirements method. The schedule 
ranks the six best fitting dispersions for four observation bands according to a 
minimum sum of squared differences criterion. An Index of Variation and a Re- 
tirement Experience are shown for each dispersion. The Index of Variation is the 
root mean square of the sum of differences between simulated and recorded 
amounts divided by the mean of the annual recorded amounts. The Retirement 
Experience Index is the percentage of the oldest addition in an account that would 
be retired from service if retirements are described by the indicated dispersion and 
average service life. The Combined Index is the ratio of the Index of Variation 
and the Retirement Experience Index. 

SCHEDULE H - COMPUTED MORTALITY ANALYSIS 
This schedule provides a summary of the average service life indications obtained 
from a computed mortality analysis of unaged retirement activity. The activity 
year, plant additions and adjusted plant balances used in the analysis are shown in 
Columns A through C. The average service life that produces an activity year 
computed balance (Column D) equal to the adjusted balance is shown in Column 
F. The dispersion selected for the analysis is shown in the title block. 

SCHEDULE I - HISTORICAL NET SALVAGE ANALYSIS 
This schedule provides a moving average analysis of the ratio of realized net 

salvage (Column I) to the associated retirements (Column B). The schedule also 
provides a moving average analysis of the components of net salvage related to re- 
tirements. The ratio of gross salvage to retirements is shown in Column D and the 
ratio of cost of removal to retirements is shown in Column G. 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 

Dispersion: 50 - R2.5 
Procedure: Vintage Group 

A 

2001 
2000 
1999 
1998 
1997 
1996 
1995 
1994 
1993 
1992 
1991 
I990 
1989 
1988 
1987 
1986 
1985 
1984 
1983 
1982 
1981 
1980 
1979 
1978 
1977 
1976 
1975 
1974 
1973 
1972 
1971 
1970 
1969 
1968 
1967 
1966 
1965 

0.5 
1.5 
2.5 
3.5 
4.5 
5.5 
6.5 
7.5 
8.5 
9.5 

10.5 
11.5 
12.5 
13.5 
14.5 
15.5 
16.5 
17.5 
18.5 
19.5 
20.5 
21.5 
22.5 
23.5 
24.5 
25.5 
26.5 
27.5 
28.5 
29.5 
30.5 
31.5 
32.5 
33.5 
34.5 
35.5 
36.5 

8,476,447 
2,513,493 
6,104,053 
4,955,018 
3,793,210 
4,083.725 
3,410,349 
3,227,765 
1,623,283 

973,515 
(23,444) 

1,198.21 5 
843,235 
728,417 
614.660 
522,390 
406,944 
396,579 
231,381 
287,371 
434,828 
240.970 
262,412 
202,057 

15,297 
32,733 

142.712 
207,637 
154,987 
154,008 
125.621 
79,402 
61,328 
65,079 
53,815 
49,071 
50.207 

50.00 
50.00 
50.00 
50.00 
50.01 
49.98 
50.01 
50.03 
49.89 
50.05 
49.50 
50.09 
50.12 
50.14 
50.16 
50.15 
50.23 
50.28 
50.31 
50.36 
50.40 
50.43 
50.52 
50.61 
50.45 
50.75 
50.83 
50.91 
51.05 
51.14 
51.25 
51.40 
51.41 
51.66 
51.65 
51.84 
52.02 

49.53 
48.59 
47.65 
46.71 
45.78 
44.86 
43.93 
43.02 
42.1 1 
41.20 
40.30 
39.41 
38.52 
37.64 
36.76 
35.89 
35.03 
34.18 
33.33 
32.49 
31.66 
30.84 
30.03 
29.22 
28.42 
27.63 
26.86 
26.09 
25.33 
24.58 
23.84 
23.1 1 
22.39 
21.68 
20.99 
20.30 
19.63 

0.9905 1 .OOOO 
0.9718 1 .OOOO 
0.9529 1 .OOOO 
0.9342 1 .OOOO 
0.9154 1.0000 
0.8974 1.0000 
0.8785 1 .OOOO 
0.8599 1 .OOOO 
0.8440 1.0000 
0.8232 1.0000 
0.8141 1.0000 
0.7867 1 .OOOO 
0.7685 1 .OOOO 
0.7506 1 .OOOO 
0.7328 1 .OOOO 
0.7157 1.0000 
0.6974 1 .OOOO 
0.6798 1 .OOOO 
0.6625 1 .OOOO 
0.6452 1 .OOOO 
0.6282 1 .OOOO 
0.61 15 1 .OOOO 
0.5943 1 .OOOO 
0.5773 1 .OOOO 
0.5634 1 .OOOO 
0.5445 1.0000 
0.5284 1 .OOOO 
0.5124 1 .OOOO 
0.4961 1 .OOOO 
0.4806 1 .OOOO 
0.4651 I .OOOO 
0.4496 1.0000 
0.4356 1 .OOOO 
0.41 98 1 .OOOO 
0.4063 1 .OOOO 
0.3916 1.0000 
0.3773 1 .OOOO 

Schedule A 
Page I of 2 

Generation Arranaernent 

December 3 1 , 2 0 0 1  Net 
Surviving Avg. Rem. Plant Alloc. ComDuted 

- Vintage Age Plant Life Life Ratio Factor 
0 C D E F G 

8,396,301 
2.442.489 
5,816.324 
4,628,863 
3,472,377 
3,664,900 
2,995,827 
2,775,504 
1,370,l 13 

801,355 
(19,086) 
942,635 
648,062 
546,773 
450,433 
373,866 
283,798 
269,596 
153,279 
185,416 
273,154 
147,356 
155,949 
116,652 

8.618 
17,824 
75,403 

106,392 
76,894 
74,013 
58,428 
35,698 
26,712 
27,319 
21,866 
19,218 
18,945 

169,528 
50,272 

122.072 
99,094 
75,846 
81,704 
68,189 
64,519 
32.539 
19,450 

23,921 
16,825 
14,528 
12,253 
10,416 
8.101 
7.888 
4,599 
5,706 
8,627 
4,778 
5,194 
3,992 

303 
645 

2,808 
4,078 
3.036 
3,011 
2,451 
1,545 
1,193 
1,260 
1,042 

947 
965 

(474) 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 
Dispersion: 50 - R2.5 
Procedure: Vintage Group 

Schedule A 
Page 2 of 2 

Generation Arrangement 

December 31,2001 Net 
Surviving Avg. Rem. Plant Alloc. Computed 

Vintage Age Plant Life Life Ratio Factor Net Plant Accrual 
_.__- 

H=C'PG I=H/E C A 

1964 
1963 
1962 
1961 
1960 
1959 
1958 
1957 
1956 
1955 
1954 
1953 
1952 
1951 
Total 

B 

37.5 
38.5 
39.5 
40.5 
41.5 
42.5 
43.5 
44.5 
45.5 
46.5 
47.5 
48.5 
49.5 
50.5 
6.6 
- 

40,755 
38,102 
23,896 
26,820 
30,931 
25,245 
28,663 
31,900 
29,807 
27,084 
26,818 
40,085 

128,379 
120,249 

$47,317,504 

D E 

51.94 18.97 
51.97 18.32 
51.45 17.69 
48.46 17.07 
53.27 16.46 
52.18 15.87 
53.24 15.29 
54.04 14.73 
54.28 14.19 
53.00 13.66 
54.67 13.15 
54.62 12.66 
54.63 12.18 
54.58 11.72 
50.10 44.07 
-- 

F 

0.3653 
0.3526 
0.3438 
0.3522 
0.3091 
0.3042 
0.2873 
0.2727 
0.261 5 
0.2578 
0.2406 
0.2317 
0.2230 
0.2148 
0.8797 

G 

1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 
1 .oooo 

14,886 
13,434 
8,216 
9,446 
9,559 
7,678 
8,234 
8,698 
7,793 
6,982 
6.452 
9,289 

28,629 
25,827 

$41,624,389 

785 
733 
464 
553 
581 
484 
538 
590 
549 
51 1 
491 
734 

2,350 
2,203 

$944.417 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 

Schedule B 
Page 1 of 2 

Age Distribution 

1951 Experience to 12/31/2001 
Age as of Derived Opening Amount Proportion Realized 

Vintage 12/31/2001 Additions Balance Surviving Surviving Life 
C D E F=E/(C+D) - A 

2001 
2000 
1999 
1998 
1997 
1996 
1995 
1994 
1993 
1992 
1991 
1990 
1989 
1988 
1987 
1986 
1985 
1984 
1983 
1982 
1981 
1980 
1979 
1978 
1977 
1976 
1975 
1974 
1973 
1972 
1971 
1970 
1969 
1968 
1967 
1966 
1965 
1964 

B 

0.5 
1.5 
2.5 
3.5 
4.5 
5.5 
6.5 
7.5 
8.5 
9.5 

10.5 
11.5 
12.5 
13.5 
14.5 
15.5 
16.5 
17.5 
18.5 
19.5 
20.5 
21.5 
22.5 
23.5 
24.5 
25.5 
26.5 
27.5 
28.5 
29.5 
30.5 
31.5 
32.5 
33.5 
34.5 
35.5 
36.5 
37.5 

8,476,447 
2,531,433 
6,104,258 
4,995,019 
3,796,288 
4.1 89,315 
3,448,273 
3,275,402 
1,894,101 

996,428 
728,323 

1,219,707 
848,855 
738,083 
618,981 
532,108 
407,178 
399,650 
232.628 
288,273 
437,561 
242,945 
263,326 
202,333 

15,461 
33,142 

144,062 
208,727 
155,284 
154,358 
126,293 
79,471 
63,080 
65,549 
54,805 
50,404 
50.957 
43,042 

8,476,447 
2,513,493 
6,104,053 
4,955,018 
3,793,210 
4,083,725 
3,410,349 
3,227,765 
1,623,283 

9733 I 5  
(23,444) 

1,198,215 
843,235 
728,417 
614,660 
522,390 
406,944 
396,579 
231,381 
287,371 
434,828 
240,970 
262,412 
202.057 
15,297 
32,733 

142,712 
207,637 
154,987 
154,008 
125,621 
79,402 
61,328 
65,079 
53,815 
49,071 
50,207 
40,755 

1 .oooo 
0.9929 
1 .oooo 
0.9920 
0.9992 
0.9748 
0.9890 
0.9855 
0.8570 
0.9770 

-0.0322 
0.9824 
0.9934 
0.9869 
0.9930 
0.9817 
0.9994 
0.9923 
0.9946 
0.9969 
0.9938 
0.9919 
0.9965 
0.9986 
0.9894 
0.9877 
0.9906 
0.9948 
0.9981 
0.9977 
0.9947 
0.9991 
0.9722 
0.9928 
0.98 1 9 
0.9736 
0.9853 
0.9469 

ki 

0.5000 
1.4965 
2.5000 
3.4960 
4.4992 
5.4625 
6.4859 
7.4902 
8.3377 
9.4885 
9.9235 

11.4912 
12.4967 
13.4932 
14.4898 
15.4460 
16.491 5 
17.4961 
18.4920 
19.4883 
20.4782 
21.4505 
22.4790 
23.4993 
24.26 1 3 
25.481 5 
26.4710 
27.4562 
28.4895 
29.4683 
30.4559 
31.471 1 
32.3352 
33.4282 
34.2610 
35.271 1 
36.2616 
36.9707 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 

Age Distribution 

Schedule B 
Page 2 of 2 

1951 Experience to 12/31/2001 
Age as of Derived Opening Amount Proportion Realized 

Vintage 12/31/2001 Additions Balance Surviving Surviving Life - A 0 C D E F=E/(C+O) 

1963 
1962 
1961 
1960 
1959 
1958 
1957 
1956 
1955 
1954 
1953 
1952 
1951 
1950 
Total 

38.5 
39.5 
40.5 
41.5 
42.5 
43.5 
44.5 
45.5 
46.5 
47.5 
48.5 
49.5 
50.5 
51.5 

39,779 
28,006 
34,912 
31,251 
31,665 
29,643 
32,240 
30,230 
30,302 
27,977 
42.444 

155.070 
133,797 

290 
$48,758,866 $290 

38,102 
23,896 
26,820 
30,931 
25,245 
28,663 
31,900 
29,807 
27,084 
26,818 
40,085 

128.379 
120,249 

$47,317,504 
- 

0.9578 
0.8532 
0.7682 
0.9898 
0.7973 
0.9669 
0.9895 
0.9860 
0.8938 
0.9586 
0.9444 
0.8279 
0.8987 
0.0001 
0.9704 

b 

37.7856 
38.0280 
35.7975 
41.3326 
40.9630 
42.7194 
44.1957 
45.0908 
44.4512 
46.7350 
47.2815 
47.8543 
48.3523 
50.0001 
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NORTHERN ARIZONA GAS DIVISION 
Distributim Plant 
Account: 380.00 Services 

Unadjusted Plant History 

Schedule C 
Page 1 of 2 

Year ____ 
A 

1951 
1952 
1953 
1954 
1955 
1956 
1957 

1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 

1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 

1979 

1958 

i 968 

1978 

1980 
1981 
1982 
i 983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 

Beginning Sales, Transfers Ending 
Balance Additions Retirements & Adjustments Balance ____ 

0 D E F=B+C-D+E 

134,088 

331,601 
359,577 

289, i 58 

389,880 
420,087 

481,969 

544.885 

645,807 
687,559 
737,920 
787,933 
839,646 
901,562 
963.886 
i ,042,548 
1,168,195 

1.685.003 
1,825,190 
1,858,332 
1,873,793 
2,075,858 

452,326 

513,634 

579,797 
607,361 

1,321,654 
1,476,939 

2,335,179 
2,576,090 
3,013.202 
3,300.695 
3,532,909 
3,928,643 
4,334,716 

5,474,104 
6,210,163 
7,056,712 

4,858.728 

C 

134,088 
155,070 
42,443 
27,976 
30,303 
30,230 
32,239 
29,643 
31,665 
31,251 
34,912 
28.006 

43,041 
50,957 
50,404 

65,549 

79,560 
126.293 

155,285 

39,780 

54.805 

63,080 

154,358 

208.727 
143,538 
33,142 
15,461 

202,334 

242,946 
437,561 

263,328 

288,273 
232,628 

407,178 

618,982 
738,084 
848,855 

399,650 

525,215 

1,219,707 

23 

442 
1,334 
1,289 

596 
391 

3,092 
3,633 

756 

646 
898 

899 

663 
3,351 

269 
4,007 
2,035 

449 

414 
3,916 
1,105 
1,203 
3,606 
2,025 
2,306 

780 

1.482 

134,088 
289.158 

389,880 

331,601 
359.577 

420,087 
452,326 
481,969 
51 3.634 
544,885 
579.797 
607,361 
645,807 
687,559 

787,933 
839,646 

963,886 

737,920 

901,562 

1,042,548 
1,168,195 
1,321,654 
1,476,939 
i ,685,003 
1,825.190 
i ,858,332 
1,873,793 
2,075,858 
2,335,179 
2.576.090 
3,013,202 
3,300,695 
3,532,909 
3,928,643 
4,334,716 

5,474,104 
6,210,163 
7,056,712 
8,274,937 

4,858,728 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 

Schedule C 
Page 2 of 2 

Unadjusted Plant History 

Beginning Sales, Transfers Ending 
Balance Year Balance Additions Retirements 8i Adjustments 

A B C D E F=E+CD+E 
1991 8,274,937 728,323 4,285 (1,562,175) 7,436,800 

8,433,228 1992 7,436,800 996,428 
2,129 (89) 10,325,111 1993 8,433,228 1,894,101 
3,736 1,562,175 15,158,952 1994 10,325.1 11 3,275.402 

18,607,210 1995 15,158,952 3,448,273 7 
1996 18,607,218 4,189,315 8,683 22,787,850 
1997 22,787,850 3,796,288 4,731 26,579,407 

14,617 31,543,151 1998 26,579,407 4,978,361 
1999 31,543,151 6,026,657 7,412 37,577,220 
2000 37,577,220 2,523.573 333,677 198,897 39,966,013 
2001 39,966,013 8,333,090 1,028.177 46,578 47,317,504 
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* 

* 

* 

NORTHERN ARIZONA GAS DlVlSiON 
Distribution Plant 
Account: 380.00 Services 

A 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 

B 

134,088 
289,158 
331,601 
359.577 
389,880 
420,087 
452,326 
481,969 
513.634 
544,885 
579,797 
607,361 
645.807 
687.559 
737,920 
787,933 
839.646 
901,562 
963,886 

1,042,459 
1 ,I 68.1 06 
1,321,565 
1,476,850 
1,684,914 
1,825,101 
1,858,243 
1,873,704 
2,075,769 
2,335,089 
2,576,000 
3,013.1 12 
3,300,605 
3,532,819 
3,928,553 
4,334,626 
4,858,638 
5,474,014 
6,210,073 
7,056,622 

C 

134,088 
155,070 
42,443 
27,976 
30,303 
30,230 
32,239 
29,643 
31,665 
31,251 
34,912 
28,006 
39.780 
43,041 
50.957 
50,404 
54,805 
65,549 
63,080 
79,471 

126,293 
154,358 
155,285 
208,727 
143,538 
33.142 
15,461 

202,334 
263,327 
242,946 
437,561 
288,273 
232.628 
399,650 
407,178 
525,215 
618,982 
738.084 
848,855 

1,219,707 

Schedule D 
Page 1 of 2 

Adjusted Plant History 

Beginning Sales, Transfers Ending 
Year Balance Additions Retirements 8i Adjustments Balance 

F=B+GD+E D E 

23 

442 
1,334 
1,289 

596 
391 

3,092 
3,633 

756 
898 
646 
899 

663 
3,351 

269 
4,007 
2,035 

449 
780 
414 

3,916 
1,105 
1,203 
3,606 
2,025 
2,306 
1,482 

134,088 
289,158 
331,601 
359,577 
389,880 
420,087 
452,326 
481,969 
513,634 
544,885 
579,797 
607,361 
645,807 
687,559 
737,920 
787,933 
839,646 
901,562 
963.886 

1,042,459 
1 ,I 68,106 
1,321,565 
1,476,850 
1,684,914 
1,825,101 
1,858,243 
1,873,704 
2,075,769 
2,335,089 
2,576,000 
3,013.1 12 
3,300,605 
3,532.819 
3,928,553 
4.334626 
4,858,638 
5,474,014 
6,210,073 
7,056,622 
8,274,847 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Senrices 

Adiusted Plant Historv 

Schedule D 
Page 2 of 2 

- 

Beginning Sales, Transfers Ending 
Year Balance Additions Retirements & Adjustments Balance 

A 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 

B 

8,274,847 
7,436,710 
8,433,138 

10,325,110 
15.158.951 
18,607,217 
22,787,849 
26,579,406 
31,559,807 
37,671,470 
39,869,234 

- 
C 

728,323 
996,428 

1,894,101 
3,275,402 
3,448,273 
4,189,315 
3,796,288 
4,995,018 
6,104,259 
2,531,433 
8,476,447 

D 
4,285 

2,129 
3,736 

7 
8,683 
4,731 

14.617 

333,677 
1,028,177 

E F=B+CD+E 

(1,562,175) 7,436,710 
8,433,138 

10,325.1 10 
1,562,175 15,158,951 

18,607,217 
22,787,849 
26,579,406 
31,559,807 

39,869,234 
47,317,504 

7,412 37,671,47a 
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Schedule E 
Page 1 of 1 NORTHERN ARIZONA GAS DIVISION 

Distribution Plant 
Account: 380.00 Services T-Cut: None 

Placement Band: 1950-2001 
Hazard Function: Proportion Retired 

Rolling Band Life Analysis Weighting: Exposures 

Observation Average Disper- Conf. Average Disper- Conf. Average Disper- Conf. 
Band Censoring Life sion Index Life sion Index Life sion Index 

A 0 C D E F G H I J K 

First Degree Second Degree Third Degree 

1951-1990 94.4 134.3 SO' 2.61 99.1 S1.5 1.10 80.5 S2 1.53 
1952-1991 95.2 139.3 RI' 3.16 109.7 S1 0.79 153.9 R0.5 11.69 
1953-1 992 95.5 143.2 R1' 3.69 119.8 Sl 0.67 186.4 R4 15.25 
1954-1993 95.4 143.6 Rl' 3.74 123.1 S1 0.94 189.7 R5' 14.41 
1955-1994 95.1 141.6 Rl' 3.44 118.8 SI 0.67 189.7 R5 14.42 
1956-1995 95.5 146.3 R1' 423 130.9 S0.5' 1.67 190.9 R5 * 13.96 

1958-1 997 92.6 135.8 so* 2.83 91.5 S1.5 0.75 79.6 R3 1.44 
1959-1998 91.7 133.1 SO* 2.40 92.5 S1.5 0.52 81.3 S2 1.50 
1960-1 999 92.4 137.8 R I *  3.01 98.2 S1.5 0.50 95.0 S1.5 0.79 
1961-2000 0.0 136.8 R0.5 3.98 97.9 Sl 0.98 62.1 R4' 1.71 
1962-2001 77.9 92.2 LO 1.26 159.7 RI' 18.58 51.8 R2.5 7.77 

1957-1996 93.6 137.8 R1' 3.01 97.5 S1.5 0.50 128.7 S-.5 * 7.07 

PAGE 39 



NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 

Proposed Projection Life Curve 

Schedule F 
Page I of 1 

TCut  None 

Placement Band: 1950-2001 
Observation Band 1982-2001 

50.0-R2.5 

0 20 40 Bo 80 

Age cuearr) 

I Key e Actual -Proposed I 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 

Schedule G 
Page 1 of I 

Balances Analvsis 
Rank by Index of Variation Rank by Combined Index 

Life/ Life/ 
curve SSQ IOV RE1 curve SSQ IOV REI CI 

A 0 C D E F G i 

250.0 - R0.5 
126.1 - R1.5 
44.6 - S6 
86.7- R2 
46.7- SQ 
44.2 - R5 

250.0 - R0.5 
126.1 - R1.5 
44.6- S6 
86.7- R2 

46.7- SQ 
44.2- R5 

250.0 - R0.5 
125.5 - R1.5 
44.6- S6 
86.4- R2 
46.7 - SQ 
44.2- R5 

250.0 - R0.5 

119.3 - R1.5 
250.0 - SC 
82.8 - R2 

125.7- L0.5 
44.7- S6 

Band: 1962-2001 
1.196E+12 20 8.2 
1.208E+12 20 10.5 
1.227E+12 21 97.9 
1.233E+12 21 15.0 
1.243E+12 21 100.0 
1.253E+12 21 90.4 

Band: 1972-2001 
I .196E+12 18 8.2 
I .208E+12 18 10.5 
1.226E+12 18 97.9 
1.233E+12 18 15.1 
1.243E+12 18 100.0 
1.252E+12 18 90.4 

Band: 1982-2001 
1.193E+12 16 8.2 
I .205E+12 16 10.6 
1.222E+12 16 97.9 
1.231 E+12 16 15.2 
1.239E+12 16 100.0 
1.249E+12 16 90.4 

Band: 1992-2001 
1.163E+12 13 8.2 
1.166E+12 13 11.4 
1.184E+12 13 10.3 
l.l90E+l2 13 16.5 
1.205E+12 13 16.0 
1.214E+12 13 97.8 

Points: 40 Interval: 0 
46.7 - SQ 1.243E+12 

44.6 - S6 1.227E+12 
44.3 - S5 1.265E+12 
44.2 - R5 1.253E+12 
45.1 - L5 1.289E+12 
44.9- S4 1.309E+12 

Points: 30 Interval: 0 
46.7 - SQ 1.243E+12 
44.6 - S6 1.226E+12 
44.3 - S5 1.265E+12 
44.2- R5 1.252E+12 
45.1 - L5 1.289E+12 
44.9- S4 1.308E+12 

Points: 20 Interval: 0 
46.7 - SQ 1.239E+12 
44.6 - S6 1.222E+12 
44.3 - S5 1.261E+12 
44.2 - R5 1249E+12 

45.1 - L5 1.286E+12 
44.9- S4 1.306E+12 

Points: 10 Interval: 0 
46.7- SQ 1.227E+12 
44.7 - S6 1.214E+12 

44.3 - S5 1.257E+12 
44.1 - R5 1.245E+12 

45.1 - L5 1.282E+12 
44.7- S4 1.296E+12 

SSQ: Sum of Squared Differences IOV: Index of Variation REI:Retirement Erperience Index 

21 
21 
21 
21 
21 
21 

18 
18 
19 
18 
19 
19 

16 
16 
16 
16 
16 
16 

14 
13 
14 
14 
14 
14 

100.0 
97.9 
91.2 
90.4 
82.8 
79.4 

100.0 
97.9 
91.2 
90.4 
82.8 
79.4 

100.0 
97.9 
91.2 
90.4 
82.8 
79.4 

100.0 
97.8 
91.4 
90.7 
83.0 
80.6 

21 
21 
23 
23 
25 
27 

18 
19 
20 
20 
23 
24 

16 
16 
18 
18 
20 
21 

14 
14 
15 
15 
17 
17 

CI:Combined Inde 
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Schedule G 
Page 1 of I NORTHERN ARIZONA GAS DIVISION 

Distribution Plant 
Account: 380.00 Services 

Annual Retirements Analysis 
Rank by Index of Variation Rank by Combined Index 

Life/ Life/ 
Curve SSQ IOV REI curve SSQ IOV REI c1 

E F G A 0 C D 

Band: 1962-2001 
47.4 - LO 6.847~+i I 3630 59.8 
33.5 - so 6.947~+1 i 3657 84.5 

101.8 - 03 6.957~+ii 3659 38.4 
140.2 - 04 6.953E+11 3658 37.3 

39.3 - L0.5 6.963E+11 3661 71.8 

70.8 - 02 6.964~+ii 3661 40.7 

Band: 1972-2001 
47.4 - LO 
33.5- so 

140.1 - 04 
101.7- 03 

39.3 - L0.5 
70.7- 02 

47.0 - LO 
33.3 - so 
39.0- L0.5 

139.4 - 04 
101.2 - 03 
45.5 - s-.5 

6.842E+11 
6.940E+11 
6.950E+ll 
6.954E+11 
6.957E+11 
6.961 E+11 

6.809E+11 
6.896E+ll 
6.916E+11 
6.929E+il 
6.933E+11 
6.934E+11 

3171 59.9 
3194 84.5 
3196 37.3 
3197 38.4 
3198 71.8 
3199 40.8 

Band: 1982-200 
2605 60.3 
2621 85.1 
2625 72.2 
2627 37.5 
2628 38.6 
2628 57.8 

Band: 1992-2001 
45.4- LO 6.558E+11 1835 62.3 
34.9- so 6.575~+ii 1837 88.3 
37.6 - ~o.5 6.628~+ii 1845 74.7 
27.7 - so.5 6.690~+11 1853 98.8 
30.7 - L l  6.694E+ll 1854 88.2 
43.6 - 5-5 6.712~+i i 1856 60.7 

Points: 40 Interval: 0 
25.2 - S i  7.358E+11 
29.1 - R2 7.395E+ll 
25.6 - R2.5 7.517E+ll 
23.7 - S1.5 7.562E+11 
20.4 - S6 7.654E+11 
23.3 - R3 7.735E+11 

Points: 30 Interval: 0 
25.1 - S1 7.344E+11 
29.0 - R2 7.390E+11 
25.5 - R2.5 7.509E+11 
23.5 - S1.5 7.546E+11 
20.3 - S6 7.599E+11 
23.2 - R3 7.724E+11 

Points: 20 Interval: 0 
24.8 - S i  7.253E+11 
28.4 - ~2 7.334~+i i 
20.4 - S6 7.377E+11 
25.1 - R2.5 7.416E+ll 
23.3 - S1.5 7.435E+ll 
29.2 - S0.5 7.076E+11 

Points: 10 Interval: 0 
23.8 - s i  6.745~+i i  
27.7 - S0.5 6.690E+11 
22.4 - S1.5 6.921E+ll 
26.5 - R2 6.932E+11 
20.3 - S6 6.986E+11 
24.4 - R2.5 6.989E+11 

3763 
3773 
3804 
3815 
3838 
3858 

3286 
3296 
3322 
3331 
3342 
3370 

2688 
2703 
271 1 
271 8 
2722 
2655 

1861 
1 853 
1885 
1886 
1894 
1894 

IOE Index of Variation REkRetirernent Experience Inder SSQ: Sum of Squared Digerences 

H i 

100.0 3763 
99.8 3779 

100.0 3804 
100.0 3815 
100.0 3838 
100.0 3858 

100.0 3286 
99.9 3301 

100.0 3322 
100.0 3331 
100.0 3342 
100.0 3370 

100.0 2688 
100.0 2704 
100.0 2711 
100.0 2718 
100.0 2722 
96.6 2747 

100.0 1861 
98.8 1876 

100.0 1886 

100.0 1894 

100.0 1885 

100.0 1894 

CI:Combined Inde 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 

Schedule H 
Page 1 of 2 

A 

1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 

0 

133,951 
154,713 
42,330 
27,894 
30,208 
30,126 
32.119 
29,524 
31,529 
31,107 
34,742 
27,862 
39,560 
42,786 
50,633 
50,061 
54,405 
65,031 
62,545 
78.738 

124,985 
152,549 
153,245 
205,561 
141.156 
32.581 
15,197 

198.449 
257,426 
236,794 
423,965 
277,978 
223,127 
379.653 
382.474 
485,903 
560,482 
650,996 
713.635 
889,959 

C 

133,951 
288,664 
330,993 
358,888 
389,095 
41 9.1 99 
451,318 
480,842 
512,371 
543,478 
578,220 
605,642 
643,875 
685.380 
735,421 
785,093 
836,429 
897,856 
959,652 

1.037.500 
1,161,845 
1,313,505 
1,466,751 
1,671,659 
1,809,519 
1,842,100 
1,857,297 
2,055,483 
2,308,992 
2,543,803 
2,967.333 
3,244,559 
3,467,289 
3,843,222 
4,224.658 
4,709,449 
5,266,666 
5,915,876 
6,627,573 
7,516,450 

Computed Mortality Projection Curve: R2.5 
Plant Balance Average 

Additions Adjusted Computed Difference Service Life Year 
D E=C-D F 

133,951 
288,664 
330,993 
358,888 
3 8 9,O 9 5 
419,199 
451,318 
480,842 
512,371 
543,478 
578.220 
605,642 
643,875 
685,380 
735,421 
785.093 
836,429 
897,856 
959,652 

1,037,500 
1,161,845 
1.31 3,505 
1,466,751 
1,671,659 
1,809,519 
1,842,100 
1,857,297 
2,055,483 
2,308,992 
2,543,803 
2.9 6 7,3 3 3 
3,244,559 
3,467,289 
3,843,222 
4,224,658 
4,709,449 
5,266,666 
5,915,876 
6,627,573 
7,516,450 

No Rets. 
No Rets. 
No Rets. 
No Rets. 
No Rets. 

969.97 
No Rets. 
No Rets. 
No Rets. 
No Rets. 
No Rets. 

100.48 
51.03 
55.39 
97.03 

140.76 
41 5 4  
40.61 

103.83 
98.04 

132.35 
1 13.45 

No Rets. 
168.97 
62.54 

No Rets. 
No Rets. 

448.19 
68.14 

107.64 
385.95 
266.12 
500.93 
93.44 

253.83 
260.42 
123.78 
210.99 
216.19 
394.82 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 380.00 Services 

Schedule H 
Page 2 of 2 

Computed Mortality Projection Curve: R2.5 
Plant Balance Average 

Year Additions Adjusted Computed Difference Service Life 
A B C D E=C-0 F 

1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
I999 
2000 
2001 

439,931 
1.1 65.874 
2.21 6.200 
3,832,396 
3,449,034 
4,190,239 
3,797,125 
4,996.120 
6,105,605 
2,531,433 
8.476.447 

7,953,792 
9,119,666 

11,333,375 
15,161,399 
18,6 10,426 
22,791,980 
26,584,373 
31,565,873 
37,671,478 
39,869,234 
47,317,504 

7,953,792 
9,119,666 

11,333,375 
15,161.399 
1 8,610,426 
22,791,980 
26,584,373 

37,671,478 
39,869,234 
47,317,504 

31,565,873 

202.63 
No Rets. 

261.09 
198.13 

No Rets. 
158.65 
310.73 
136.02 

No Rets. 
32.01 
23.48 
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NORTHERN ARIZONA GAS DIVISION 
Distribution Plant 
Account: 38000 Services 

Schedule I 
Page 1 of 1 

Unadjusted Net Salvage History 
Gross Salvaae Cost of Retirina Net Salvaae 

5-Yr 5-Yr 5-Yr 
Year Retirements Amount Pct. Avg. Amount Pct. Avg. Amount Pct. Avg. 

A B C D=CIB E F G=FIB H 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
Total 

269 
4,007 
2,035 

449 
780 
414 

3,916 
1,105 
1,203 
3,606 
2,025 
2,306 
1,482 
4,285 

2,129 
3,736 

7 
8.683 
4,731 

14,617 

333,677 
1,028,177 
1,423,638 

0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
- 

0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 

1,752 651.3 
982 24.5 

4,343 213.4 
2,506 558.1 
3,047 390.6 167.5 
2,982 720.3 180.4 
2.248 57.4 199.2 
1,332 120.5 181.8 
4.735 393.6 193.4 
2,627 72.9 135.9 
1,065 52.6 101.3 
6,053 262.5 154.3 

13,898 937.8 267.2 
17,608 410.9 301.0 

0.0 382.5 
0.0 368.2 
0.0 270.9 
0.0 173.4 
0.0 0.0 

132 2.8 0.7 
0.0 0.4 
0.0 0.5 

7.295 2.2 2.1 

l=GF J=I/B K 

(1,752) -651.3 
(982) -24.5 

(4,343) -213.4 
(2,506) -558.1 
(3,047) -390.6 -167.5 
(2,982) -720.3 -180.4 
(2,248) -57.4 -199.2 
(1,332) -120.5 -181.8 
(4,735) -393.6 -193.4 
(2.627) -72.9 -135.9 
(1,065) -52.6 -101.3 
(6,053) -262.5 -154.3 

(13,898) -937.8 -267.2 
(17,608) 410.9 -301.0 

0.0 -382.5 
0.0 -368.2 
0.0 -270.9 
0.0 -173.4 
0.0 0.0 

(132) -2.8 -0.7 
0.0 -0.4 
0.0 -0.5 

(7,295) -2.2 -2.1 
0.0 25,058 2.4 2.4 (25,058) -2.4 -2.4 

97,664 6.9 (97.664) -6.9 
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EXECUTIVE SUMMARY - ROBERT G. ROSENBERG 

Robert G. Rosenberg was retained by Citizens to determine the 

appropriate overall cost of capital for the Arizona Gas Division (“AGD”). Mr. 

Rosenberg, a principal of Edgewood Consulting, Inc., has performed 

economic research and consulting services for utilities for more than thirty 

years, concentrating on financial matters. 

Because Citizens is primarily a telecommunications company currently, 

Mr. Rosenberg employed a proxy group of nine gas distribution companies to 

determine the overall cost of capital for AGD. I n  his testimony, he first 

developed the cost of equity, then determined the appropriate capital 

structure and finally calculated the cost of debt. 

Reflecting both good financial practice and uncertainty pertaining to 

the gas distribution industry currently, Mr. Rosenberg employed four equity 

costing approaches in his analysis: (1) discounted cash flow (“DCF”); (2) 

capital asset pricing model (“CAPM”); (3) risk premium; and (4) comparable 

earnings. To recognize some of the more complex growth expectations that 

investors may possess today, Mr. Rosenberg developed three two-stage DCF 

analyses that resulted in a cost of equity range of 11.25-11.50 percent. The 

CAPM approach, reflecting two alternative estimates of the market risk 

premium and partial recognition of a size premium for the proxy group, 

produced an 11.0-12.0 percent cost of equity range. Two risk premium 

analyses-one using a historic average spread and the other based on a 

1 
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regression analysis examining the variation in risk premiums as interest 

rates change-resulted in an 11.65-1 1.70 percent cost of equity estimate. 

Finally, the comparable earnings approach employing recent historic returns 

as well as projected returns for companies of comparable risk to the proxy 

group produced a 13.5-15.0 percent range. Based on these four analyses- 

each of which approaches the estimation of the cost of equity from a 

different perspective-Mr. Rosenberg recommended a return on equity for 

AGD in the range of 11.0-12.0 percent. A t  the request of Citizens, the lower 

end of the range (11.0 percent) was employed in deriving the overall cost of 

capita I. 

Since Citizens is primarily a telecommunications company, and even 

has an atypically low common equity ratio for that industry, Mr. Rosenberg 

employed his gas distribution proxy group to develop an appropriate capital 

structure. Examining both recent and projected capital structure data for the 

proxy group, a capital structure comprised of 50 percent equity and 50 

percent debt was found to be appropriate for AGD in this proceeding. Also 

using proxy group data, Mr. Rosenberg determined the cost of debt to be 6.7 

percent. 

2 
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The table below summarizes Mr. Rosenberg’s findings: 

OVERALL COST OF CAPITAL FOR AGD 

Debt 

Common Equity 

Total 

Percent of cost Weighted 
Total Capital Rate cost 

50.0 6.7 3.35 % 

50.0 11.0 5.50 

100.0 % 8.85 % 

3 
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I. INTRODUCTION 

Will you give your name, business address and occupation? 

My name is Robert G. Rosenberg. My business address is 541 Bear Ladder Road, 

West Fulton, New York. I am an economist and principal of the firm of Edgewood 

Consulting, Inc. My qualifications are described in Exhibit RGR-1 to this 

testimony. 

What is the purpose of your testimony in this proceeding? 

The purpose of my testimony is to determine the cost of capital for the Northern 

Arizona Gas Division (“NAGD”) and the Santa Cruz Gas Division (“SCGD”) of 

Citizens Communications Company (“Citizens”). Collectively these companies 

comprise Citizens’ Arizona Gas Division (“AGD’)). I have been advised that as 

part of this case, Citizens is requesting that NAGD and SCGD be consolidated for 

ratemaking and other purposes. 

Would you provide an overview as to how you testimony will be organized? 

I will determine the cost of equity for AGD and then will develop the overall cost 

of capital. 

In my determination of the cost of equity, I will first discuss the rationale for 

using several equity costing methodologies. Next I will address the need to use 

proxy companies to develop the cost of equity of AGD. I will then calculate the 

cost of equity using four methodologies: the Discounted Cash Flow approach, the 

Capital Asset Pricing Model, the risk premium approach and the comparable 

earnings analysis. Finally I will develop and recommend a cost of equity to be 

used in this proceeding. 
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In developing an overall cost of capital, I will first determine an appropriate 

capital structure for AGD. I then analyze the appropriate cost of debt to be used 

along with the cost of equity I determine in this testimony. Finally, I recommend 

an overall cost of capital for AGD in this proceeding. 

Q. Have you prepared any exhibits in conjunction with your testimony? 

A. Yes. In support of my testimony, I have prepared Exhibits RGR-1 through RGR-7. 

Q. Were these exhibits prepared by you or under your supervision? 

A. Yes, they were. 

11. ESTIMATION OF THE COST OF EOUITY 

A. Rationale for Using Several Equitv 
Costing Methodologies 

Q. Do you believe it is reasonable to employ several approaches for estimating the 

cost of equity? 

A. Yes. The cost of equity is not directly observable in the marketplace. Therefore, to 

estimate the cost of equity, one must take cognizance of financial theory, the legal 

and regulatory framework for ratemaking and investor perceptions and judgments. 

There is no one approach that is now recognized, or should be recognized, as 

way to determine the cost of equity. The Commission indicated at page 19 of its 

October 30,2001 Decision No. 64172 concerning Southwest Gas Corporation that: 

All of the capital experts testifying in this case have 
impressive credentials. One thing they all agree on is 
that it is important to utilize a variety of financial 
models to derive a cost of equity. Each model has its 
strengths and drawbacks. 
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Moreover, I believe that currently there is the potential for more error of estimation 

than normal in determining the cost of equity of a utility. 

Q. Why do you believe that presently there is a potential for large measurement error 

associated in determining the cost of equity for utilities? 

A. While it was always good financial practice to employ several methods to estimate 

the cost of equity in order to reduce measurement error associated with any 

particular methodology, that notion has special relevance today. The assessment of 

utility risk and potential performance is in flux currently due to the uncertainties 

associated with regulatory restructuring, competitive developments and 

consolidation in the industry. The Value Line Investment Survey, in its December 

21,2001 writeup of the gas distribution industry stated that: 

It is important to consider, however, that the entire 
energy industry, spurred by deregulation, is undergoing 
rapid change. 

Standard & Poor’s, at page 3 of its November 29,2001 Natural Gas DistrLution 

Industry Survey, stated that: 

... the natural gas industry is still in the midst of a 
significant transition. The change involves not only 
consolidation within the industry, but even more 
significantly, the ongoing convergence of the natural 
gas business and an equally transformed electric utility 
industry. 

S&P indicated on page 7 of the same publication that: 

The natural gas industry has undergone substantial 
change over the past decade. Gas utilities, which were 
once tightly regulated monopolies, have slowly been 
opening to regional competition. As state and federal 
public utility commissions continue to restructure the 
regulatory environment, the natural gas distribution 
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industry is likely to be further transformed over the next 
several years. 

Therefore, when we attempt to estimate the cost of equity for a particular utility, 

this state of flux is likely to lead to more estimation error than under circumstances 

in which that company’s more easily forecasted fundamentals are the prime 

determinant of its stock prices and where that company’s risk seems clearly 

delineated to investors. 

Q. What conclusion do you reach from the above discussion? 

A. As I indicated above, because I believe that there is more error of estimation than 

normal in determining the cost of equity of a gas distribution utility, I will employ 

several different analyses in this proceeding. Such an approach leads to a broader- 

based set of estimates and will prevent any spurious results from biasing the cost of 

equity determination. 

Q. What methods do you use in this proceeding to estimate the cost of common equity 

capital? 

A. I will employ four separate approaches including: (1) a discounted cash flow 

(“DCF”) analysis; (2) a capital asset pricing model (“CAPM,) analysis; (3) two 

risk premium analyses; and (4) a comparable earnings analysis. 

B. Use of Comparison Companies to Determine 
the Cost of Eauitv of AGD 

Q. Can you review the circumstances regarding AGD currently which supports the use 

of a proxy group? 
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’ As indicated later in this testimony, Citizens’ current equity ratio is not typical for a 
telecommunications services company either. 

A. AGD is a division of Citizens and therefore has no publicly traded stock. Citizens 

is currently primarily a telecommunications company. The Value Line Investment 

Survey assigns Citizens to the Telecommunications Services Industry. For the 

Year 2001, only about 17 percent of Citizens’ revenues came from gas distribution 

operations and only about a quarter of Citizens’ revenues were attributable to 

electric and gas operations. 

To date, Citizens has sold its Colorado and Louisiana gas operations, as well 

as all of its water and wastewater operations. Citizens has announced a policy of 

divesting its remaining utility (gas and electric) operations. In fact, the Chairman’s 

letter in the 2001 Annual Report indicated that Citizens expects to enter into sales 

-. 

agreements for these properties during this year. Citizens indicates in its financial 

statements that its gas distribution assets, including NAGD and SCGD, are 

classified on its books as “assets held for sale” in the “current assets” section of the 

balance sheet. In addition to divesting water and utility operations, Citizens has 

been acquiring telecommunications assets and has greatly changed its capital 

structure in the process. Value Line estimates that Citizens will have a common 

equity ratio of only about 26 percent at the end of 2002-a level that is certainly 

not typical for a gas distribution utility.’ 

In the past, the Commission has differentiated between Citizens and its 

Arizona utility operations, viewed on a stand-alone basis. At page 2 1 in its 1997 
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Decision No. 5995 1 regarding Citizens’ Arizona Electric Division, the Commission 

noted, with respect to the appropriate income tax rate, that: 

The Company utilized the actual 35 percent income tax 
rate that its parent paid during the [Test Year]. Both 
RUCO and Staff applied a 34 percent rate with the 
rationale that on a stand-alone basis, the Company 
would have less than $10 million in income .... On a 
stand-alone basis, the Company would fall into the 34 
percent federal tax bracket and that is the rate 
recommended by Staff and RUCO. The Company 
proposed a 35 percent tax rate to reflect a consolidated 
corporate basis tax rate .... We find Staff and RUCO’s 
recommendations to utilize a 34 percent rate to be 
reasonable under the circumstances. 

For all the above-cited reasons, it is inappropriate to use Citizens’ total 

company data in order to estimate the cost of capital for AGD, which is a regulated 

gas distribution utility. Rather, it is my judgment that it is appropriate to use a 

proxy-a group of comparison companies-to obtain an estimate of the cost of 

equity of AGD. As further support for the use of a proxy group, I note that the 

touchstone U.S. Supreme Court decisions, Federal Power Commission v. Hope 

Natural Gas Co., 320 U.S. 591 (1944) (“Hope”) and Bluefield Waterworks & 

Improvement Co. v. Public Service Commission of West Virginia, 262 U.S. 679 

(1923) (“Bluefield”), indicated that a fair rate of return to a regulated company is, 

in part, one that is equal to that earned in enterprises of similar risk. 

Given the circumstances and the support cited above, I will employ a group 

of proxy companies in order to estimate the cost of equity of AGD in this 

proceeding. 
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Q. Would you indicate how you selected the group of proxy companies upon which 

you conducted your cost of equity analysis? 

A. I started by considering companies that were listed in The Value Line Investment 

Survey’s gas distribution utility category and applied three M e r  selection criteria 

to these companies. First, companies were excluded from the proxy group if they 

had significant unregulated operations. Since unregulated operations potentially 

have different risk from regulated utility operations, this criterion ensures that the 

companies in the proxy group have predominantly regulated utility operations. 

Second, companies were excluded from the proxy group if they are currently 

involved in any major merger activity. Removing companies with merger activity 

from the cost of equity calculation eliminates companies whose prices and 

evaluations may be based on short-term merger-related considerations, rather than 

the long-term prospects of the company. As I explain in more detail in the 

discussion of the DCF methodology, merger activity has the potential for biasing 

the DCF result in a potentially significant manner. Third, companies were also 

excluded from the proxy group if they are not currently paying a dividend or 

recently had a dividend reduction. Such circumstances make cost of equity 

estimation using the DCF approach problematic. 

The list of companies in the proxy group is shown on Exhibit RGR-2. 

Q. How does the size of the gas distribution utility companies in your proxy group 

compare with AGD? 

A. The average and median revenues for Year 2001 for the proxy group were about 

$1.4 billion, while AGD had revenues of about $70 million (rounded). The 
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smallest company in my proxy group (Cascade Natural Gas) had revenues about 

five times the size of AGD. As noted above, I selected companies that were 

included in Value Line's gas distribution utility category. Companies are listed in 

Value Line because they are publicly traded and are of sufficient size to be of 

interest, in Value Line's opinion, to the investment community. Thus, it is a fact of 

life that any of the companies covered by Value Line-thereby having publicly 

available data that can be used in equity costing calculations-will be significantly 

larger than AGD. While it is not possible to exactly match proxy group companies 

to AGD on a size basis, I believe that the selection criteria I apply, ensemble, result 

in a group of companies reasonably comparable in risk to AGD. 

C. DCF Analysis 

Q. Before proceeding with the presentation of the DCF analysis for estimating the cost 

of equity, please give a general description of the DCF method. 

A. This method produces an estimate of the market-required return based upon 

investor evaluation of a company's earnings and dividends, as reflected by the 

prices that investors pay in the stock market. Basic DCF theory is predicated on 

the notion that the price that is paid for a company's stock in the market represents 

the sum of the present value of all future expected dividends. Algebraically, this 

can be written as: 
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the recent price of the stock 

the expected dividend for the period 
specified 

the investors' discount rate, or required 
rate of return (expressed in decimal form, 
e.g., 0.15) 

The dots at the end of this formula indicate that the equation continues to infinity- 

in other words, the next two terms would be D5/(l+k)5 and D6/(l+k)6, and so on. 

The above formula indicates that investors establish the price they are willing to 

pay for a stock based upon the expected hture stream of dividends, discounted 

back to the present time. 

Q. Please discuss the potential for large measurement error associated with the DCF at 

the present time that you mention earlier in your testimony. 

A. To apply the DCF method, needed elements include the price that investors are 

paying for a stock in the marketplace and a reliable estimate of the growth 

expectations that Ped investors to bid the observed price. If investors' growth 

expectations have been correctly estimated, then such estimate is congruent with 

the market price. If all the factors influencing the market price are not reflected in 

the growth estimate used by an analyst, then measurement error is introduced into 

the DCF analysis and the resulting cost of equity estimate will be biased. 

As can be seen from the formulation presented above, in order to correctly 

assess investors' required return in a DCF context, one must ascertain the dividend 
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stream that investors are expecting over the long run. Analysts typically do this in 

a framework of estimating constant expected growth (if the future is expected to be 

relatively stable) or multiple stages of growth (if there is an expectation that growth 

may change in the fbture). It is my opinion that the DCF method is more prone to 

measurement error currently due to a lack of congruence between the market price 

and the growth estimate employed because of a lessening of the clarity of investor 

growth expectations. As I noted earlier, many companies in the industry are in flux 

currently, transitioning to a restructured environment where the final rules have not 

yet been carved in stone. 

Typically, investment analysts provide five-year growth projections for the 

companies they cover and investors often employ these projections as their 

expected growth in the future. However, given the changes occurring in the 

industry, these five-year projections are not good proxies for the long-term 

expected growth for utilities at the current time. Certain utilities have been 

assuming a more conservative payout policy either to address the need for more 

internally generated cash flow or to help deal with the higher risk of earnings 

fluctuations. Some gas distribution utility managements are engaged in common 

stock buy-back programs. This near-term phenomenon of stock buybacks creates a 

short-term demand for the stock, which raises stock prices above what they would 
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have been, absent the buyback plan.2 

Investors are also aware that numerous mergers have occurred in the gas 

distribution utility industry and more are likely to occur in the near fiture. In a 

report entitled “U.S. Gas Distributors Weather Higher Prices, Other Issues” dated 

July 13,2001, Standard & Poor’s indicated that: 

In the past few years, about 20 mergers have been 
announced or closed, involving local gas distribution 
companies ... totaling about $22 billion. 

As a result of mergers, The Value Line Investment Survey covers about 20 percent 

fewer gas distribution companies than it did just two years ago. On page 7 of its 

November 29,2001 Natural Gas Distribution Industry Survey, S&P stated that: 

In Standard & Poor’s view, mergers between members 
of the natural gas and electric power industries will 
continue to occur. Along with each industry’s 
competitive evolution and consolidation, the 
combination of gas and electric companies has become 
a significant trend over the past few years. 

The potential for additional mergers could influence investor expectations in three 

ways. First, mergers have generally occurred at a premium above the pre-merger- 

announcement market price, leading to capital gains for investors. Second, 

mergers can result in increases in the dividend received by investors. Third, 

investors may see mergers as a win-win situation-offering both rate reductions to 

This is simply because, in a rising market, the fact that a company, itself, is buying back 
stock merely adds to the buying pressure already in effect from a buoyant market. If 
investors think that stock prices might decline, the fact that the company is likely to be a 
large-scale buyer in a weak market would certainly provide investors with a cushion. 
Given both of these effects, stock buybacks would raise the price of a utility’s stock above 
what it would be otherwise. Stock buyback plans often are implemented over a number of 
years. Thus any accretion in growth resulting from the buyback will be expected to be 
phased in gradually over time. 
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1 ratepayers and enhanced return prospects for stockholders. To the extent that there * 
2 is speculation about future merger activity among utilities, such influence would be 

3 

4 

reflected in the price, but not in the growth projections made by analysts. The 

effect on the DCF of such speculation would be to bias the cost of equity estimate 

5 

6 business-as-usual growth estimates). 

7 

8 

9 

downward (due to the mismatch between the merger-speculation-inflated price and 

Therefore, because of the complex set of phenomena currently affecting 

utility stock prices, a DCF estimate will have the potential for more measurement 

error than DCF calculations performed in the past under more stable circumstances 

10 where investor expectations were determined with more certainty. 

11 

12 

13 companies? 

14 

Q. Given the difficulties you outline above, how will you proceed with implementing 

the DCF approach for determining the cost of equity for the comparison * 
A. The use of the constant-growth DCF formulation (D/P + g) for a regulated utility 

15 

16 

17 

18 

19 

20 

21 

often may have been a reasonable assumption in the past when the financial and 

regulatory environment in which regulated utilities operated was more stable than 

currently. During that time, trends could reasonably be expected to continue and 

long-term future growth could be predicted with substantial accuracy. However, as 

established earlier in this testimony, the utility industry currently is in a state of 

flux. In light of this, I will employ a two-stage DCF approach to estimate the cost 

of equity of the comparison companies. 

22 Q. How did you determine the appropriate pricing period for your DCF analysis? 

-12- 

- . A  



Testimony of Robert G .  Rosenberg 
Citizens Communications Company 

Arizona Gas Division 

6 

7 

8 

9 

10 

13 

14 

15 

16 

17 

18 

19 

20 

21 

33 

A. The price component of the DCF analysis should reflect recent data over a 

representative period of time that is neither so short as to merely represent the "luck 

of the draw" nor so long as to encompass stale data. The pricing period should be 

long enough to smooth out the effects of any temporary market fluctuations. In the 

DCF analysis, I will employ a pricing period encompassing the six months ending 

March 2002. 

On Exhibit RGR-3, I show the average prices for the comparison companies 

over the six-month period ending March 2002. Each month's price was calculated 

by averaging the monthly high and low prices. The six-month average price is also 

shown in Column (1) of all three pages of Exhibit RGR-4, which provides the 

inputs to the DCF calculation. The indicated dividend level (i. e. , the quarterly 

dividends paid during the pricing period, annualized) for each of the comparison 

companies shown in Column (2) of all three pages of Exhibit RGR-4. 

Q. How do you determine the expected growth component of the DCF model for the 

comparison companies? 

A. As noted above, given the regulatory, competitive, risk, payout policy, and other 

changes noted above, it is difficult to ascertain, with great clarity, investor growth 

expectations at the current time. I will employ a two-stage growth formulation of 

the DCF method to estimate investors' future growth expectations. For the 

determination of near-term ( i e .  , first-stage) growth, I rely on an average of 

earnings projections made by Value Line and the Institutional Brokers Estimate 

System ("IBES"). These projections for the comparison companies and the 

average of the two are shown in Columns (3)-(5) of Exhibit RGR-4, pages 1-3. 
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The estimation of second-stage, long-term growth is more problematic. I am 

not aware of any specific projections that are made by financial analysts for this 

timeframe. However, I will employ three proxies for investors’ expected long-term 

growth. 

First, I will employ the long-term projected nominal Gross Domestic 

Product (“GDP”) growth as a proxy for expected long-term second-stage growth 

for an individual ~ompany.~  The Energy Information Administration (“EIA”) of 

the Department of Energy published the Annual Energy Outlook 2002 which 

contains data that can be used to derive a long-term projection of growth in 

nominal GDP. Using data from that source, I have calculated projected growth in 

GDP for the period 2007-2020 to be 6.19 percent. The long-term projected growth 

in GDP is shown in Column (6)  on Exhibit RGR-4, page 1. 

For the second proxy for investors’ expected long-term growth, I employ the 

Value Line projection for the 2005-2007 period for retention 

projected retention growth rates are shown in Column (6) on Exhibit RGR-4, page 

2. 

The 

For the third estimate of investors’ expected long-term growth, I employ a 

projection of expected industry growth. Given the competitive and regulatory 

In the absence of a clear picture of long-term future growth specific to gas distribution 
utilities, investors might employ a generalized measure of economy-wide growth as a 
proxy for expected utility growth. 
Value Line specifically labels this growth rate as “Retained to Common Equity.” This 
growth rate reflects Value Line’s projection of the growth a company will experience from 
retaining earnings Erom year-to-year. This type of growth is also known as retention 
growth or internal growth. 
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uncertainties facing utilities, discussed above, investors might look at projected 

industry growth as a proxy for projected long-term growth for individual 

companies. Zacks, Value Line, S&P and IBES project growth for the industry to 

be 7.6, 5.0, 7.1 and 8.0 percent, respectively. As a proxy for projected industry 

growth, I will use a figure of 6.5 percent. This proxy for projected long-term 

industry growth is shown in Column (6) on Exhibit RGR-4, page 3. 

Q. Would you review the components of the two-stage DCF analyses for the 

comparison companies? 

A. The DCF analyses using GDP growth, retention growth and industry growth are 

shown on Exhibit RGR-4, pages 1,2 and 3, respectively. Columns (1) and (2) of 

page 1 of Exhibit RGR-4 show the 6-month average price and the indicated 

dividend for the comparison companies. Columns (3)-(5) show the Value Line, 

IBES and average projected earnings growth rates. Column (6) of Exhibit RGR-4, 

page 1, shows the long-term projected growth in GDP, which is assumed to occur 

after the first-stage growth period. Column (7) of Exhibit RGR-4, page 1 shows 

the DCF cost of equity estimate for each company calculated by an iterative 

process employing the internal rate of return. (For calculational purposes, I 

continue the second-stage growth for 200 years because any growth after that point 

has a negligible effect on any present value or internal rate of return calculation.) 

Page 2 of Exhibit RGR-4 shows the two-stage DCF analysis employing 

projected retention growth for the long-term expected growth rate. Columns (1)- 

(5) show the same inputs as on page 1 of Exhibit RGR-4. Column (6) of page 2 of 

Exhibit RGR-4 shows the projected retention growth, which I employ as the long- 
> 
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term projected growth assumed to occur after the first-stage growth period. 

Column (7) of page 2 of Exhibit RGR-4 shows the DCF cost of equity estimate for 

each company. Page 3 of Exhibit RGR-4 shows the two-stage DCF analysis 

employing projected industry growth for the long-term expected growth rate. 

Columns (1)-(5) show the same inputs as on pages 1 and 2 of Exhibit RGR-4. 

Column (6) of page 3 of Exhibit RGR-4 shows the projected industry growth, 

which I employ as the long-term projected growth assumed to occur after the first- 

stage growth period. Column (7) of page 3 of Exhibit RGR-4 shows the DCF cost 

of equity estimate for each company. 

Q. What are the results of your DCF calculations? 

A. As shown in Column (7) of page 1 of Exhibit RGR-4, the median DCF results 

using the projected GDP growth as the long-term growth estimate was 1 1.2 

percent. Using the projected retention growth as the long-term growth estimate, 

the median DCF cost of equity result was 1 1.5 percent, as shown in Column (7) of 

page 2 of Exhibit RGR-4. Employing projected industry growth as the long-term 

growth estimate, the median DCF cost of equity result was 11.5 percent, as shown 

in Column (7) of Page 3 of Exhibit RGR-4. Based on these results, I will use a 

DCF cost of equity range of 1 1.25-1 1 S O  percent in my subsequent analysis. 

Taking into account my discussion, above, concerning the measurement difficulties 

associated with the application of the DCF method currently, it is my opinion that 

these results should be considered in conjunction with the results of the other 

methods I employ. 
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D. CAPM Analysis 

Q. What is the basis of the CAPM approach you will employ? 

A. Assuming rationality on the part of investors, the greater the risk of an investment, 

the higher the return that investors will demand of that investment. The yield on 

risk-free assets such as U S .  Treasury securities is readily determinable in the 

marketplace. Given that fact, if we know the risk premium that investors require to 

invest in the stock of the comparison companies rather than a U.S. Treasury 

security, we can determine the required rate of return, or cost of common equity, 

for the comparison companies. In this section of my testimony, I will employ the 

CAPM method to calculate this risk premium and the cost of equity for the 

comparison companies. 

Q. Would you briefly outline the theory underlying the CAPM method? 

A. In recent developments in financial theory, the total risk (variance) of an asset has 

been partitioned into two components: unsystematic risk and systematic risk. 

Unsystematic risk represents risk (i .e. ,  fluctuations in returns) due to events 

specific to the particular company in question (e.g., a long strike at the company's 

plants; the loss of a large government contract; the release of a highly profitable 

motion picture, etc.). Unsystematic risk is company-specific and is unrelated to 

changes in the economy as a whole. Systematic risk, on the other hand, represents 

the variability in the returns on an investment due to the effect on the firm of 

economy-wide forces. The level of a firm's systematic risk is determined by the 

firm's sensitivity to the totality of macroeconomic forces in the economy. 
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Modern financial theory calls for the evaluation of an asset, not in isolation, 

but in the context of a well-diversified portfolio. If enough stocks are held in a, 

well-diversified portfolio, the firm-specific (unsystematic) risks of the individual 

firms will tend to cancel each other out. The theory is that if there are enough 

assets in the portfolio from diverse industries, some of the assets will experience 

higher than expected returns while other assets will experience lower than expected 

returns, but the portfolio as a whole will yield the average expected return. Thus, 

the exposure of an investor to the risk related to firm-specific events (unsystematic 

risk) can be eliminated by holding a well-diversified portfolio. Systematic risk, on 

the other hand, cannot be diversified away in a portfolio context. 

Since unsystematic risk can be eliminated in a well-diversified portfolio, 

according to CAPM theory investors need only concern themselves with the degree 

of systematic risk possessed by an asset. Beta is a measure of the systematic risk of 

an asset. The level of beta of an asset indicates the risk contribution of that asset to 

the overall risk of a well-diversified portfolio. The higher the expected risk (ie., 

beta) of an investment in an individual asset, the higher the risk contribution of that 

asset to the risk of a portfolio and, thus, the higher will be the return that an 

investor would require to be willing to make such an investment. 

The beta value of all assets, on average, is equal to 1 .O. If a particular asset 

has a beta of 1 .O, this means that the variability in its returns resulting from 

macroeconomic events will be equal to, and in phase with, the variability of returns 

in the economy as a whole. An asset with a beta of, say, .5 is only half as 

responsive to economy-wide events as the market index. When the market index 
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goes up 10 percent, the price of this stock will only go up 5 percent. If the market 

index declines 30 percent, the price of this investment will only decline 15 percent. 

An asset with a beta of 2.0 has twice the volatility of the market index. If the 

market index goes up 20 percent, the price of this asset will go up 40 percent. If 

the market index declines 5 percent, the price of this asset will decline 10 percent. 

Under CAPM theory, the basic formula that can be used to determine the 

market-required rate of return for a company is: 

- - bi 

E(RP) = 

required return on security i 

current return on risk-free 
investments 

beta for security i 

expected market risk premium, i. e. ,  the expected 
difference between the return in the market and the 
rate of return on a risk-free investment 

In the above formulation, the required rate of return for a company is equal to the 

current return on a risk-free investment plus the product of that company's beta 

times the expected market risk premium. The market risk premium is that extra 

return that investors require for an investment in assets of the market as a whole as 

compared with the return on a risk-free investment. 

Q. What data requirements are necessary to implement the CAPM approach? 
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A. In order to use the CAPM approach for the comparison companies, three 

parameters must be estimated-beta, the current risk-free rate and the expected 

market risk premium. 

Q. How do you determine beta for the CAPM calculation? 

A. The average beta of the comparison companies is 0.60, per The Value Line 

Investment Survey, March 22,2002. I will employ a beta of 0.60 in the CAPM 

calculation. 

Q. How do you determine the current risk-free rate of return? 

A. Since we are trying to determine the cost of common equity capital for the 

comparison companies and equity capital is a long-term investment, it is my belief 

that the yield on long-term government bonds best reflects the risk-free rate in this 

context. 

Common stock is a long-term investment-it has no maturity date.’ In this 

context, it is interesting to note that the DCF approach determines the cost of equity 

in terms of a long horizon-i. e., dividends are discounted to infinity in the DCF 

calculation. Even if an investor sells his or her common stock after only a few 

years, the successor investor determines the price that the original investor can 

receive, and so on. Based on the above, equity capital should be considered as a 

long-term investment and, therefore, the yield on long-term Government bonds 

best reflects the risk-free rate in this context. 

The common stock of a utility will remain outstanding unless a company merges or 
becomes defunct, or if an investor voluntarily sells his shares back to the company. * 
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Under a long-term investment horizon, if one purchased, say, three-month 

Treasury securities and then kept rolling over the proceeds each three months as the 

investment matures, there would be substantial uncertainty (risk) as to what return 

one would earn over a long horizon by just investing in three-month Treasury bills. 

In contrast, in the context of a long horizon, if a long-term Treasury bond is held 

until maturity, then there is no uncertainty as to the expected return-the interest 

payments and principal are guaranteed in nominal terms. Thus, using a long-term 

Government bond more closely matches the long-term investment horizon of 

equity and is therefore appropriate to use in a CAPM analysis for estimating the 

cost of equity. 

I note that short-term Treasury securities are used by the Federal Reserve to 

implement its policy objectives for credit tightening and expansion. Thus, short- 

term Treasury security yields are greatly influenced by short-term Federal Reserve 

policy moves. These short-term adjustments should not be used to measure the 

long-term risk and return evaluations of investors for common stock. 

The average yields on long-term Treasury securities over the October 2001 - 

March 2002 period,6 per the Federal Reserve Statistical Release, were as follows: 

This is the same period I employed to obtain prices for my DCF analysis. 
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Average 
Yield 

1 O-Year 4.92 ?h 
20-Year 5.61 

Long-Term * 5.47 

*The Federal Reserve Statistical Release reported the yield on 
30-year Treasury bonds through January 2002, after which point 
the series was discontinued and a new series of long-term 
Treasury bond yields (with at least 25 years or more remaining 
until maturity) was commenced starting in February 2002. 

Recent long-term Treasury bond futures yields have been close to 6.10 

percent. Based on all the above-described data, I believe it would be appropriate to 

use a risk-free rate of 5.55 percent in the CAPM calculation. 

Q. How do you determine the expected market risk premium? 

A. For the third parameter needed for the CAPM approach, we must estimate the 

expected market risk premium-i. e., the expected difference between the market- 

required return on common stocks and the yield on long-term government bonds. 

Expectational risk premium data are not directly observable in the 

marketplace. Therefore, to estimate the expected market risk premium, I follow 

two approaches. The first approach employs historic long-term risk premium data 

from Ibbotson Associates Risk Premia Over Time Report: 2002. In the second 

approach, I calculate a cost of equity estimate for the market, in general, using a 

DCF approach and then subtract the estimate of the risk-free rate from this figure in 

order to determine the expected market risk premium. 

Q. Will you now describe how you will use historic data from the Ibbotson publication 

to estimate the expected market risk premium? 
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A. As I indicated earlier, expectational risk premium data are not directly observable 

in the marketplace. Therefore, one can use estimates of historic realized return 

spreads as proxies for expected risk premiums. This approach is reasonable since it 

is plausible to assume that investors use the historic experience as a guide when 

forming their expectations of risk premiums in the fbture. 

Ibbotson Associates publishes the Risk Premia Over Time Report: 2002 in 

which the returns on common stocks and long-term government bonds are reported 

for the 1926-2001 period. Based on these data, the spread between common stock 

returns and returns on long-term government bonds has been 7.4 percentage points 

on an historical basis. I will use this 7.4 percent figure as the expected market risk 

premium in this CAPM analysis. 

In the above discussion, I have employed figures reflecting the arithmetic 

mean rather than the geometric mean of the data. I believe that a rational investor 

would employ the arithmetic mean and would not use the geometric mean, because 

that would provide an understatement of expected future return. (I note that 

Ibbotson Associates states that the arithmetic mean is the correct measure to use in 

estimating the cost of equity capital.) Since the explanation of why the arithmetic 

mean should be used is quite lengthy, I have included it in Exhibit RGR-5 to this 

testimony. Exhibit RGR-5 shows that the arithmetic mean is the appropriate figure 

to use when investors are making forecasts about the future and dealing with 

uncertainties inherent in making projections. 

A simple example also shows that the arithmetic mean is the correct 

approach to use in this context. Let us assume that you are faced with the prospect 
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of betting on a coin toss where you win 50 percent of your bet if the coin comes up 

heads, but lose 50 percent of the bet if the coin comes up tails.7 Common sense 

indicates that because the coin is a fair coin (i. e . ,  a 50 percent chance of landing on 

heads and a 50 percent chance of landing on tails), bettors would expect to only 

break even (i. e . ,  they would expect to lose 50 percent of their bet half the time and 

expect to win 50 percent of their bet half the time). The arithmetic average of the 

return prospects a bettor would face in these circumstances is zero. Thus, the 

common sense expectation of a bettor in this example reflects the arithmetic 

average of return possibilities. In sharp contrast, the geometric average of an equal 

prospect of two returns (one plus 50 percent and one minus 50 percent) is -13.4 

percent. Rational bettors would not go into a coin toss of the type described above 

with the expectation of a loss of 13.4 percent over time-they would expect to 

break even, as reflected in the arithmetic mean of zero. Clearly, they would not use 

a geometric average of return possibilities as their expected value, but would, 

instead, use the arithmetic average. 

Can you explain why it is reasonable to assume that investors look at achieved 

return spread results of the past in formulating their risk premium expectations for 

the hture? 

A. As noted above, I examined historical return spread data over the 1926-2001 period 

and the results represent 76 years of return experience. The data that I examined, 

Implicit in this discussion is an assumption that the coin used is fair-it is not biased (e.g., 
weighted) to land disproportionately on either heads or tails. 

Q. 
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which represents the experience of a large number of companies over a lengthy 

period of time, indicates what return spreads investors have actually achieved, on 

average, in the past. It is not unreasonable to assume that, given the very extensive 

return spread experience examined, that investors would use this historic 

experience in formulating their expected risk premium for the future. Put simply, 

they see what return spread has been achieved in the past and use that experience as 

an expectation of what might be achieved in the future. Because of this 

consideration, I believe that the average historic return spread is appropriate to use 

as the expected risk premium in a CAPM analysis. 

The 2002 Ibbotson Yearbook states that: 

A proper estimate of the equity risk premium requires a 
data series long enough to give a reliable average 
without being unduly influenced by very good and very 
poor short-term returns .... Some analysts estimate the 
expected equity risk premium using a shorter, more 
recent time period on the basis that recent events are 
more likely to be repeated in the near future; 
fhthermore, they believe that the 1920s, 1930s, and 
1940s contain too many unusual events. This view is 
suspect because all periods contain “unusual” events. 
Some of the most unusual events of this century took 
place quite recently, including the inflation of the late 
1970s and early 1980s, the October 1987 stock market 
crash, the collapse of the high-yield bond market, the 
major contraction and consolidation of the thrift 
industry, the collapse of the Soviet Union, and the 
development of the European Economic Community- 
all of these happened in the last 20 years .... The 76- 
year period starting with 1926 is representative of what 
can happen: it includes high and low returns, volatile 
and quiet markets, war and peace, inflation and 
deflation, and prosperity and depression. Restricting 
attention to a shorter historical period underestimates 
the amount of change that could occur in a long future 
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period. Finally, because historical event-types (not 
specific events) tend to repeat themselves, long-run 
capital market return studies can reveal a great deal 
about,the future. Investors probably expect “unusual” 
events to occur from time to time, and their return 
expectations reflect this. 

I agree with the sentiments expressed above and think it is appropriate to assume 

that investors would use the full range of experience available to them. 

It should be noted that in individual years in the period under study, realized 

return spreads fluctuated significantly and even were negative in some cases. 

However, the expected risk premium of investors in each year must be positive; if 

not, a rational investor would never be willing to purchase a risky asset. One must 

always keep in mind that the risk premium concept is expectational. While 

investor ex ante risk premium expectations will not be matched in every year by 

the achieved ex post return spreads, investors will look at the average achieved 

return spread over a long period to get a sense of what would be realistic to expect 

for the future. The realized return spreads that I analyzed reflect a body of historic 

experience based on which investors would reasonably form their return 

expectations for the future. Of course, it is those future expectations that we are 

trying to ascertain. Atypically high or low results in any given historic period are 

not indicative of investors’ expectations. Moreover, a negative return spread in any 

particular historic year or period does not cause investors to expect that in the 

future they will only be able to achieve negative return premiums, on average. It 

is, therefore, my view that the average realized return spread over a long period is 
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likely to be viewed by investors as a reasonable estimate of the expected risk 

premium. 

Q. How do you specifically implement the CAPM approach for the comparison 

companies using the Ibbotson market risk premium? 

A. The beta for the comparison companies, per Value Line, is 0.60. The expected 

market risk premium is 7.4 percent. The risk-free rate is 5.55 percent. Using these 

inputs, the average required return for the comparison companies is calculated 

below: 

R i  = 5.55 + 0.60(7.4) = 10.0% 

Thus, using the Ibbotson risk premium in the CAPM method, I find that the 

average cost of equity for the comparison companies is 10.0 percent. 

Q, Will you now describe how you use S&P 500 data to estimate the expected market 

risk premium? 

A. I first calculate an estimate of the expected (required) return for the S&P 500 using 

the DCF method and then subtract the risk-free rate employed in my analysis in 

order to determine the expected market risk premium under this second approach. 

The dividend yield for the S&P 500 over the six months ending March 2002 

has been about at the 1.5 percent level. According to IBES and the S&P Earninas 

Guide, projected earnings growth for the companies they cover averages 14.7 

percent or more. Using 14.7 percent as a conservative estimate of expected growth 

and a 1.5 percent dividend yield, the DCF estimate of the expected return for the 

S&P 500 is 16.2 percent (1.5 + 14.7 = 16.2). Using arisk-fiee rate of 5.55 percent, 
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the expected market risk premium would be 10.6 percent (1 6.2 - 5.55 = 10.6). 

Employing this expected market risk premium for the S&P 500, the average 

required return for the comparison companies is calculated below: 

R i  = 5.55 + 0.60(10.6) = 11.9% 

Q. Would you summarize the CAPM calculations you have performed thus far? 

A. The CAPM cost of equity estimate using Ibbotson data was 10.0 percent, while the 

CAPM estimate based on S&P data was 1 1.9 percent. 

Q. Are there any other factors to consider that may not be captured by the CAPM 

calculations described above? 

A. Yes, there are. Ibbotson Associates indicates that companies with market 

capitalization in the mid-, small- or micro-capitalization range (including many 

utilities) require higher returns than indicated by the CAPM formulation I have 

employed above. As a way to account for this phenomenon, a size premium can be 

added to the CAPM results. 

According to the Ibbotson Associates Risk Premium Over Time Report: 

2002, size premiums of 70, 140 and 330 basis points are appropriate for mid-, 

small- and micro-capitalization companies, respectively. I will use a 100 basis 

point size premium for the comparison group to recognize that four of the 

companies (AGL, Nicor, Peoples and WGL) are in the mid-capitalization range, 

four of the companies (Atmos, Laclede, Piedmont and Southwest) are in the small- 

capitalization range and one company (Cascade) is in the micro-capitalization 

range. Thus, the CAPM cost of equity estimates are 10.0 and 1 1.9 percent not 
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including the size premium and 1 1 .O and 12.9 percent including the size premium. 

Based on these results, in my further calculations, I will use a range of 11.0-12.0 

percent as the CAPM cost of equity estimate. 

E. Risk Premium Analysis 

Q. Would you provide an overview of your risk premium calculations? 

A. I employ two risk premium approaches. The first analysis is based on the historic 

average spread between utility stocks and bonds. The second relies on a regression 

analysis to measure how utility risk premiums vary with the level of interest rates. 

Q. Will you explain the rationale behind a risk premium analysis? 

A. The higher the perceived risk of an investment, the higher will be the return that 

investors require from that investment. If two investments offer the same expected 

return but have differing risks, investors will prefer the investment with lesser risk. 

Investors do so because they are said to be risk averse-ie., they prefer to take on 

less risk, rather than more risk, other things being equal. 

It is nearly universally agreed that investors require a higher rate of return 

for an investment in the common equity for a particular company than they do in its 

debt. This is so for two important reasons. First, if an enterprise fails, debtholders 

have priority over equityholders as to the remaining assets of the company. 

Second, for an ongoing business, debtholders must be paid their contractual level 

of interest before equityholders can receive anything. Because of this basic fact of 

financial life, companies may reduce their dividend payments to equityholders 

when under some financial strain. The cessation of payments to debtholders is a 
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much rarer occurrence and will usually result in bankruptcy, unless corrected. In 

summary, debt is thought to be less risky than equity because debtholders have 

priority over equityholders as to: (1) distribution of assets in the case of dissolution 

of the company and (2) distribution of earnings in the case of everyday operations. 

Because equityholders "take second,'' they require a higher return than do 

debtholders. In order to be induced to choose a higher risk investment, an investor 

would have to be offered an expectation of some increment in return-a premium 

for incurring additional risk. This incremental return is often known as the "risk 

premium'' and it reflects the additional return that investors require to invest in 

common equity rather t h h  debt. 

The cost of equity is not directly observable, but must be estimated using 

inferences and judgment. In contrast, a bond yield is observable and if we know, 

or can estimate, the risk premium that common equity investors require to invest in 

common equity rather than debt, we can employ the risk premium approach to 

estimate the cost of common equity. In the well-known Hope decision, the U.S. 

Supreme Court said: 

From the investor or company point of view, it is 
important that there be enough revenue not only for 
operating expenses, but also for the capital costs of the 
business. These include service on the debt and 
dividends on the stock. By that standard the return to 
the equity owner should be commensurate with returns 
on investments in other enterprises having 
corresponding risks. That return, moreover, should be 
sufficient to assure confidence in the financial integrity 
of the enterprise, so as to maintain its credit and to 
attract capital. [320 U.S. 591 at 603.1 
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While this decision speaks in terms of returns commensurate with those being 

earned on investments of comparable risk, implicitly a company must also earn a 

return far enough above investments of lesser risk in order to be able to attract 

capital. Thus, if we apply the risk premium approach correctly, we will ensure that 

the subject company is allowed a high enough return on its common equity, 

compared with investments of lesser risk, so as to be able to attract capital and to 

meet the standards laid down by the Hope decision. 

In general, the equity risk premium can be expressed in the following 

manner: 

RP = - Kd 

The above equation implies that the equity risk premium is equal to the required 

return on equity (Ke) minus the required return on debt (Kd). 

Q. Would you please describe your first risk premium analysis? 

A. To measure the expected risk premium between utility common stock and utility 

bonds, I use the average return spread actually achieved by investors in these 

instruments in the past. Between 1954 and 2001, Moody's gas distribution 

common stock index achieved a market return of 12.09 percent, on average. (The 

market return in any given year was calculated by summing the dividend paid 

during that year and the year-end market price and dividing that sum by the 

beginning-of-year market price.) Over that same period, the average of Moody's 

utility composite bond yields was 8.12 percent. Thus, the historically achieved 

spread between gas distribution stock returns and utility bond yields was 3.98 
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percent (12.09 - 8.12 = 3.98).8 Ifwe add this average spread to the recent level of 

bond yields, we can obtain an estimate of the return on utility common stocks that 

investors are currently expectinghequiring. 

Over the six-month period ending March 2002, the average bond yield for 

Moody’s A rated utility bonds was 7.67.’ Adding this recent average bond yield to 

the historic average spread between gas distribution common stock returns and 

utility bond yields of 3.98 percent, we obtain a cost of equity estimate for the proxy 

group of 1 1.65 percent. 

Q. In your second risk premium analysis, is there a proxy for required returns on 

equity that you use? 

A. Yes, there is-returns on common equity allowed to gas distribution utilities by 

regulation. Most regulatory commissions frequently refer to movements in, or the 

level of, interest rates in their decisions establishing an allowed return on equity. 

Since authorized returns appear to be interest-rate sensitive, employing allowed 

returns from across the United States in calculating the risk premium serves to use 

outside, objective evidence as to what the consensus of regulation believes is the 

spread between the cost of equity and bond yields. 

Q. How specifically did you perform your second risk premium analysis? 

A. I first conducted an analysis of risk premiums implied by allowed returns on equity 

since 1980. Specifically, quarterly average allowed returns for the first quarter 

1980 through the first quarter 2002 were obtained from data in Regulatory 

Figures do not add exactly due to rounding. 
The companies in my proxy group had a median bond rating of A. 
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Research Associates Regulatory Focus. These data reflect the average of allowed 

returns for all gas distribution utility cases decided in the quarter specified. An 

implied risk premium (which can also be thought of as an allowed return spread) 

was derived by comparing the average allowed return in a given quarter with the 

average yield for Moody's Utility Composite Bond Index in the two quarters prior 

to the average allowed return. 

In deriving the implied risk premium, the utility bond yields were lagged 

behind the allowed returns on equity because of the likelihood that changes in 

allowed returns on equity often lag somewhat behind changes in bond yields. This 

could be so for two reasons-one economic and one practical. The economic 

reason is that commissions might want to be convinced that a change in interest 

rates actually represented a trend that might persist before reflecting such change in 

the allowed return on equity. The practical reason simply deals with the logistics 

of a rate case-the record that a commission examines may be several months old 

by the time it renders a decision. (While certain commissions update record data in 

their decisions, many commissions do not do so.) Furthermore, the simple logistics 

of writing a decision may cause a delay between the period upon which the allowed 
- *  

return was based and the date on which the decision was released to the public. 

To determine the sensitivity of the implied risk premiums described above to 

the level of interest rates, a regression analysis was conducted. In this regression, 

the implied risk premium described above was the dependent variable and the level 

of interest rates, as proxied by the yield on long-term Treasury bonds lagged two 

quarters behind the allowed return on equity, was the independent variable. This 
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model attempts to capture the statistical relationship between implied risk 

premiums (ie.,  allowed returns minus utility bond yields) and the level of interest 

rates (as indicated by the yields on long-tern Treasury bonds), with the interest 

rates being lagged two quarters behind the allowed return on equity. The 

regression equation is reported below: 

Yield on Long -Term 
Risk Premium = 6.496 - 0.448 

The adjusted R2 of the regression (which measures the proportion of variation in 

the dependent variable explained by variation in the independent variable) is 0.79. 

Thus, this regression relationship demonstrates that changes in the level of interest 

rates explain a substantial proportion of the changes in implied risk premiums. 

One might well ask why one should go through the process of creating the 

model described above when one could merely just examine recent levels of 

allowed returns. There are justifications for the model in this context. First, it is 

possible that in certain quarters there are an insufficient number of allowed returns 

to use as a guide by themselves. Second, allowed returns are not a perfect proxy 

for required returns and the use of the long-term relationship between allowed 

returns and bond yields allows us to overcome any unusual allowed return results 

in a particular period. 

The average yield on long-term Treasury bonds for the six months ending 

March 2002 is 5.47 percent. Inserting this into the model shown above, I obtain a 

calculated risk premium of 4.05 percent as follows: 
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RiskPremium = 6.496 - 0.448(5.47) 

RiskPremium = 4.05% 

The average yield on Moody's A rated utility bonds in the six months ending 

March 2002 was 7.67 percent. Adding the yield of 7.67 percent to the risk 

premium derived above of 4.05 percent produces an implied cost of equity of 1 1.72 

percent. Thus, my second risk premium cost of equity estimate for the proxy group 

of utilities is 1 1.72 percent according to the above-described analysis. 

Q. Would you summarize the results of your risk premium analyses? 

A. The first risk premium approach that employs the historic average spread between 

gas distribution utility common stock returns and utility bond yields produced a 

cost of equity estimate for the proxy group of 1 1.65 percent. The second risk 

premium approach which is based on a regression analysis measuring how utility 

risk premiums change as the level of interest rates change produced a cost of equity 

estimate of 1 1.72 percent for the proxy group. 

F. Comparable Earnings Analysis 

Q. Can you explain why the comparable earnings approach is helpful in assessing 

what return should be allowed in this proceeding? 

A. The basic criteria for determining what constitutes a fair rate of return for a 

regulated enterprise were set forth by the U.S. Supreme Court in the Bluefield and 

Hope cases. In the Bluefield case the Court said: 

A public utility is entitled to such rates as will permit it 
to earn a return on the value of the property which it 
employs for the convenience of the public equal to that 
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generally being made at the same time and in the same 
general part of the country on investments in other 
business undertakings which are attended by 
corresponding risks and uncertainties; but'it has no 
constitutional right to profits such as are realized or 
anticipated in highly profitable enterprises or 
speculative ventures. [262 U.S. 679 at 692-693.1 

In Hope, the Court said: 

From the investor or company point of view, it is 
important that there be enough revenue not only for 
operating expenses, but also for the capital costs of the 
business. These include service on the debt and 
dividends on the stock. By that standard the return to 
the equity owner should be commensurate with returns 
on investments in other enterprises having 
corresponding risks. That return, moreover, should be 
sufficient to assure confidence in the financial integrity 
of the enterprise, so as to maintain its credit and to 
attract capital. [320 U.S. 591 at 603.1 

In those decisions, the Court enumerated a two-part standard for a fair rate of 

return: (1) a fair rate of return to a regulated company is one that is equal to that 

earned in other enterprises of similar risk and (2) the fair rate of return must also 

provide enough earnings to enable the company to maintain its credit standing and 

to attract capital. The first part has come to be known as the ''comparable earnings 

standard" while the second part is referred to as "the capital attraction standard." 

The comparable earnings approach (ie., determining the return earned by 

companies of similar risk) directly meets one of the basic criteria set forth by the 

Supreme Court in the Bluefield and Hope decisions. But, in addition, the Court set 

forth the criterion that the rate of return on equity should also be sufficient for the 

company to attract capital. It must be acknowledged that a firm whose return is the 

same as that of "other enterprises having corresponding risks" is not necessarily 
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earning enough to attract capital; but in reasonably prosperous periods, one can 

expect that the great majority of companies are earning enough to attract capital, 

and that one can also identify those that are not. Thus, if comparisons are made 

with a reasonably broad range of companies over a reasonably representative time 

period, one can be confident that a return high enough to match that of other 

enterprises with corresponding risks will probably also be high enough to attract 

capital and maintain financial integrity. 

In addition to being prescribed as a standard by the Bluefield and Hope 

decisions, there are other reasons why a comparable earnings analysis may be 

helpful in determining the return to be allowed a regulated company. The 

comparable earnings method analyzes the question of what return should be 

allowed a regulated company from a different perspective from an approach such 

as the DCF method. It can be argued that the price that investors pay in the stock 

market for a utility depends, at least in part, on the return that investors expect a 

commission will allow that company. In turn, however, the return that a 

commission will allow a company depends, at least in part, on the price of that 

company in the stock market. As one commentator has stated: 

Moreover, since the most important risk to the investor 
is the risk as to the attitude of the regulatory 
commission, current security prices inevitably reflect 
projections not only of future physical and general 
economic developments of the utility and its area, but 
also of the anticipated rulings of the commission. For 
the commission to "rely" on such anticipations is 
palpably circular reasoning.. . . Commissions and 
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investors cannot sensibly continue to look behind one 
another like endless images in multiple mirrors." 

Thus there is an element of circularity in using an approach such as the DCF 

method to estimate the cost of equity of a utility. The comparable earnings 

method, which derives its results from a conceptually different approach, can shed 

additional light on the question of the appropriate allowed return for a utility. 

Another advantage of a comparable earnings analysis is that it provides a 

perspective different from that implicitly employed using an approach that satisfies 

the capital attraction standard. If the capital attraction standard is strictly and 

rigidly applied, it would keep a company on the knife-edge of financial health- 

any shortfall in return might make it difficult for a company to attract capital. As 

another commentator has stated: 

It should be evident that a rate of return which is barely 
adequate to allow for the raisin of new capital is not 
necessarily a fair rate of return. 5 

The comparable earnings approach is not a market-based methodology. 

However, the examination of returns earned, or expected to be earned, by a large 

group of companies with risks similar to gas distribution utilities, in combination 

with the results of various other methodologies, will produce a reasonable estimate 

of the return to be allowed for gas distribution utilities. 

Q. Would you now describe the comparable earnings analysis you conducted? 

lo  Harold Leventhal, "Vitality of the Comparable Earnings Standard for Regulation of 
Utilities in a Growth Economy," The Yale Law Journal, May 1965, page 1007. 

I '  Herman Roseman, "Comparable Earnings and the Fair Rate of Return," 1970 Annual 
Report, Section of Public Utility Law of the American Bar Association, page 26. 
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A. Under the comparable earnings approach, I first evaluate the risk of the comparison 

companies versus that of companies in the U.S. economy in general and based on 

this analysis determine what return on equity is appropriate. 

Q. How do you evaluate the relative risk of the comparison companies versus 

companies in general? 

A. I use the Value Line Safety Rank. The Value Line Investment Survey provides a 

safety rank for the 1700 or so companies that it follows. For the determination of 

Safety Rank, stocks are ranked from 1 to 5, with 1 being the safest and 5 being the 

most risky. Value Line defines the Safety Rank as a measure of the total risk of a 

stock and describes the Safety Rank as one of the main criteria investors should 

consider in selecting stocks. Value Line derives the Safety Rank by averaging two 

variables: (1) the volatility of the stock as measured by its Index of Price Stability 

and (2) the Financial Strength Rating as determined by Value Line analysts. Value 

Line defines the price stability index as being based upon a ranking of the standard 

deviation of weekly percent changes in price of a stock over the last five years. 

Value Line evaluates the Financial Strength of a company on a scale of A++ down 

to C .  This is a relative ranking comparing the subject company’s financial strength 

with all other companies. The rating is based upon financial leverage, business 

risk, company size and the judgment of Value Line analysts. The analysts examine 

various ratios such as coverage, return variability, accounting methods and size. 
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To implement the comparable earnings analysis, I examined recent earned 

and projected returns on shareholders' equity earned by companies with a safety 

factor of 2 as reported in The Value Line Investment Survey.12 

Q. Does this group of companies with the Safety Rank of 2 include unregulated 

companies? 

A. Yes, it does. It is a financial fact of life for a utility company that it competes in 

the marketplace to obtain capital not only with other utilities, but with all economic 

enterprises. Furthermore, the Hope decision, which is a touchstone in the area of 

rate of return regulation, indicated that a company should be compared with other 

firms of comparable risk and did not limit this comparison only to other regulated 

firms. Value Line measures the risk embodied in the safety rank it assigns 

consistently across the 1700 or so companies that it follows to derive its safety rank 

and thus it measures risk in a uniform manner for both regulated and unregulated 

firms. 

Q. What returns are companies with a Safety Rank of 2 earning? 

A. The earned retum on shareholders' equity in any one given year is not necessarily 

the return that investors expect a firm to earn in the future. A company could have 

runs of good luck or bad luck or particular accounting adjustments so that the 

return earned in any one year is not necessarily a meaningful indicator of what it 

ought to be earning in light of the risks being borne. In order to temper the earned 

return data, I examined earned returns on shareholders' equity over three recent 

l2 The proxy group of utilities I employ in the cost of equity analyses described above has 
a median Value Line Safety Rank of 2. 

* 
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historic years. In addition, Value Line projected earned returns for the current year 

(2002) and for a period 3-5 years into the future were also employed. Thus, by 

looking at both the earnings experience of the recent past as well as projections for 

the future, unusual figures are smoothed and the end result is appropriate to employ 

as the comparable earnings result. To further temper the data, median results, 

rather than average figures, were used in any year. 

The median returns on shareholders’ equity in 1999,2000 and 2001 for 

companies accorded by Value Line a safety factor of 2 are 14.7, 15.3 and 13.5 

percent, respectively. The median projected return on shareholders’ equity for these 

companies in 2002 is 13.5 percent. The median return for these companies 

projected by Value Line for the near-term future (2004-2006) is 15.0 percent. 

In summary, a conservative e~timate’~ of the return to be allowed on 

common equity using the comparable earnings approach is in the range of 13.5- 

15.0 percent. 

G. Determination of the Cost of Equitv 

Q. Would you describe the results of each of the four methods? 

A. The DCF method produced a cost of equity range of 11.25-1 1.50 percent. As I 

indicated in my testimony, given that stock prices currently are being affected by a 

l 3  The data that I examined reflect the return earned on shareholders’ equity, rather than the 
return on common equity. Since the companies examined are financed in part by some 
preferred equity in addition to common equity, the returns on common equity would be 
higher than those reported. In addition, Value Line reports return on year-end 
shareholders’ equity, whereas it is appropriate to use return on average equity for the * comparable earnings analysis. 
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complex set of phenomena, including a changing assessment of utility risk, I 

believe that a utility DCF estimate will have the potential for more measurement 

error than during periods in which a company's more-readily-determined future 

earnings and dividends prospects were the main consideration. Therefore, I believe 

that it is important to also consider the results of the other methods that I presented, 

which approach the determination of the return on equity to be allowed in this 

proceeding from different perspectives. 

The CAPM approach can be thought of as calculating a risk premium for the 

market as a whole and then adjusting it for the risk of the particular utility in 

question. Under the CAPM approach, risk is measured by a company's beta. My 

CAPM analysis produced a cost of equity range of 1 1.0-12.0 percent. 

While the CAPM approach calculates a market-wide risk premium that is 

then adjusted for company-specific risk, the two risk premium analyses that I 

performed directly estimate the risk premium for a utility. The results of these risk 

premium analyses produced a cost of equity figure in the range of 1 1.65-1 1.70 

percent. 

The comparable earnings approach (i. e. ,  determining the return earned by 

companies of similar risk) directly meets one of the basic criteria set forth by the 

Supreme Court in the Bluefield and Hope decisions. As utilities face a more 

competitive environment, investors will carefully evaluate how utility returns 

compare with those of unregulated enterprises. The comparable earnings analysis 
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produced a return on equity14 range of 13.5-1 5.0 percent. These expected returns 

on equity of comparable-risk investment alternatives would certainly be taken into 

account by investors in forming their return requirements for a utility. As 

discussed above, it is difficult to ascertain with clarity at the current time what the 

prospects of the utility industry will be in the future. However, the use of rates of 

return of companies of comparable risk across a diversity of industries provides an 

important benchmark as to the return to be allowed in this proceeding. 

Q. Based on your discussion and analyses, what return do you recommend for the 

Company? 

A. Below, I present a summary of the results I discussed above: 

Cost of Equity Method Range 

1. DCF 11.25-1 1.50% 

2. CAPM 

3. Risk Premium 

4. Comparable Earnings 

11 .o-12.0 

11.65-1 1.70 

13.5-1 5.0 

Determination of the cost of equity requires inferences regarding investor 

expectations and requirements, which are not directly observable. Each of the 

above methods approaches the estimation of the cost of equity from a different 

l4 As indicated above, the reported range reflects returns on year-end shareholders equity 
(including preferred equity); returns on average common equity would be somewhat 
higher. 
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perspective-which I believe to be a strength of this four-method approach. I 

recommend a return on equity for the Company in this proceeding in the range of 

11.0-12.0 percent. This range is close to the central tendency of the first three cost 

of equity estimates but is below the comparable earnings result. As I indicate 

below, I will use the lower end (1 1 .O percent) of the range to derive the overall cost 

of capital for AGD. 

111. ESTIMATION OF THE OVERALL COST OF CAPITAL 

Q. Having determined the cost of common equity for AGD, would you provide an 

overview of how you will determine the overall cost of capital? 

A. I will first determine an appropriate capital structure. Then, I will calculate the cost 

of debt. Finally, I will develop an overall cost of capital recommendation. 

Q. Is it appropriate to use the capital structure of Citizens as the capital structure for 

AGD in this proceeding? 

A. No, it is not. As I noted above, Citizens is primarily a telecommunications 

company at the current time, with gas operations only accounting for about 17 

percent of total revenues. Furthermore, Citizens has announced a policy wherein it 

is attempting to sell the regulated gas utility operations in the near future. Citizens, 

because it has taken on substantial debt in acquiring telecommunications 

businesses, is projected by Value Line to have a common equity ratio of only about 

26 percent at the end of 2002-a level well below that of typical gas distribution 
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utilities.” This Commission has recognized the propriety of using a hypothetical 

capital structure. The Commission, at page 34 of its August 12, 1993 Decision No. 

58377 concerning Southwest Gas, stated that: 

The Commission prefers to utilize a company’s actual 
capital structure in determining the overall cost of 
capital. However, the Company’s overall capital 
structure is excessive in debt because of its Bank 
acquisition and is not necessarily representative of the 
Company’s Arizona-specific utility operations. For that 
reason, a hypothetical capital structure must be imputed 
to the Company for ratemaking purposes. 

For all of these reasons, I do not believe it would be appropriate to employ the 

capital structure of Citizens as a proxy for the capital structure of AGD in this 

proceeding. 

Q. How then do you proceed in determining an appropriate capital structure for AGD? 

A. In determining an appropriate capital structure, I examine the capital structure of 

the proxy group of companies I have employed in my cost of equity analysis. On 

Exhibit RGR-6, I show the proxy group actual capital structure for the Year 2001, 

as reported by Value Line and Value Line estimates for the projected capital 

structure for the years 2002,2003 and 2005-2007. I note that the capital structure 

data shown on Exhibit RGR-6 show a slight upward trend in the common equity 

ratio over the periods being examined, moving from a median equity ratio of 50.2 

percent in 2001 up to a median projected equity ratio of 54.0 percent in 2005-2007. 

Q. What is your recommendation for the appropriate capital structure for AGD in this 

proceeding? 

l 5  In fact, the 26 percent common equity ratio of Citizens is less than half that of a typical 
telecommunications company, according to Value Line data. 
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A. Based on the capital structures of the proxy group I have employed in this 

testimony, I believe it is appropriate to employ a capital structure for AGD in this 

proceeding consisting of 50 percent debt and 50 percent common equity.I6 

Q. How do you determine the cost rate for debt to use in this capital structure? 

A. To determine the cost of long-term debt, I employ the cost rates for my proxy 

group of companies, as derived from year-end 2001 data reported in The Value 

Line Investment Survey. I have calculated that the median cost rate of long-term 

debt for the proxy group is 6.7 percent. I will employ this cost rate of debt in order 

to derive the overall cost of capital for AGD. 

Q. What is your recommendation for the overall cost of capital for AGD? 

A. My overall cost of capital recommendation for AGD is presented on Exhibit RGR- 

7. That Exhibit uses inputs that I have derived in the discussion above and reaches 

an overall cost of capital for AGD of 8.85 percent. In this calculation, at the 

Company’s request, I have employed the lower end (i. e. , 1 1 .O percent) of my cost 

of equity range as the cost rate for the common equity component of the capital 

structure. 

Q. Does this conclude your testimony? 

A. Yes, it does. 

l 6  Some of the proxy companies on Exhibit RGR-6 have small amounts of preferred stock. 
The median preferred stock ratio for the group is (essentially) zero and only three of the 
nine proxy companies are projected to have any preferred stock in the fbture. Because 
of these considerations, I use only debt and common equity in the recommended capital 
structure. 

-46- 
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EDUCATION AND EMPLOYMENT BACKGROUND 
OF 

ROBERT G. ROSENBERG 

Education 

I have a Bachelor of A r t s  degree in Political Science, with a minor in Economics, from 

Hunter College. I received a Master of Business Administration degree with a major in Finance 

at the New York University Graduate School of Business Administration. 

Employment 

From 1969 through mid-March 1983, I was employed by the firm of National Economic 

Research Associates (NEW), reaching the position of Senior Economic Analyst. In March of 

1983, I became a principal of Benrose Economic Consultants, Inc., a consulting firm in New 

York City. In April 2000, I became a principal of Edgewood Consulting, Inc., a firm located in 

the Capital District area of New York. Edgewood Consulting performs economic research and 

consulting services for companies, law firms, government agencies and trade associations. 

Throughout this period, I have concentrated on the analysis of regulated industries, including 

electric and gas utilities, insurance and steamship companies. I have prepared direct and rebuttal 

testimony related to financial aspects of utility rate proceedings--e.g., cost of common equity, 

capital structure, etc. Along with these "typical" rate case issues, I have also testified regarding 

more unusual matters: intra-company royalty payments; the correct procedure to use in 

calculating the cost of debt; whether a cogeneration project met Qualifying Facility ownership 

standards; and responsibility for stranded costs. 

I have had numerous assignments involving evaluation, consultation andor internal 

reports to clients. Examples of this include: (1) analyzing issues relating to industry 
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restructuring (e.g. , implications of Commission-ordered divestiture, the risks associated with the 

institution of incentive plans, unbundling electric rates, etc.); (2) consulting with a utility 

company concerning the financial and regulatory aspects of a potential merger and the possible 

regulatory treatment of an acquisition premium; (3) evaluating the feasibility of instituting an 

administrative securitization proposal; (4) determining incremental risks flowing from purchased 

power contracts; and (5) analyzing studies regarding property values near transmission lines. 

Outside the regulatory arena, I have estimated financial damages related to (1) breach of 

contract and (2) earnings losses as a result of injuries. I have also examined stock prices to see if 

alleged manipulation was likely and have performed economic valuation for employee stock 

option plan purposes. 

I have presented lectures at the Pace University Center for International Business Studies 

regarding the regulatory process. Five articles that I authored have been published in Public 

Utilities Fortnightly (PUF). 

Appearances Before Regulatory Agencies 

I have presented testimony before the Federal Energy Regulatory Commission and the 

regulatory agencies in the following states: Kentucky, Massachusetts, Minnesota, Mississippi, 

New Hampshire, New York, Pennsylvania, Rhode Island, South Dakota and Vermont. These 

testimonies were presented on behalf of: Blackstone Valley Electric Company, Boston Edison 

Company, Central Hudson Gas & Electric Corporation, Citizens Communications Company, 

Consolidated Edison Company, Kentucky Utilities Company, Long Island Lighting Company, 

Louisville Gas and Electric Company, Minnesota Power & Light Company, Mississippi Power 

Company, New York State Electric & Gas Corporation, Niagara Mohawk Power Corporation, 
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@ Northern States Power, Orange & Rockland Utilities, Pacific Gas & Electric Company, Pike 

County Light & Power Company, Public Service Company of New Hampshire, Public Service 

Company of New Mexico and Rochester Gas & Electric Corporation. In addition, I have 

testified before: the Society of Maritime Arbitrators concerning the estimation of damages in the 

matter of Empresa Publica de Abastecimento de Cereais (an agency of the Government of 

Portugal) vs. Point Endeavor Corporation and Tradigrain, Inc.; U.S. Bankruptcy Court regarding 

financing for an office building in Chapter 1 1 ; and the Federal Maritime Commission regarding 

the fair return for Matson Navigation Company. 



Exhibit RGR-2 

COMPARISON GROUP 

AGL Resources 

Atmos Energy 

Cascade Natural Gas 

Laclede Group 

Nicor 

Peoples Energy 

Piedmont Natural Gas 

Southwest Gas 

WGL Holdings 
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AGL Resources 
Atmos Energy 
Cascade Natural Gas 
taclede Group 
Nicor 
Peoples Energy 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings 

CALCULATION OF SIX-MONTH AVERAGE PRICE 
October 2001 - March 2002 

6-Month 
Average Average of Monthly High and Low Price 

October November December January February March Price 
(2) (3) (4) (5) (6) (7) (8) 

$20.50 
21.26 
20.61 
23.95 
39.52 
40.32 
31.08 
21.44 
27.26 

$21.37 
20.70 
21.23 
23.90 
38.68 
38.97 
32.68 
21.04 
27.49 

$22.16 
20.58 
20.95 
23.64 
40.10 
37.04 
34.60 
21.83 
28.38 

$21.81 
21.27 
20.55 
23.70 
40.73 
37.25 
34.40 
23.08 
27.67 

$21.87 
21.46 
19.10 
22.88 
41.18 
36.33 
32.92 
23.10 
26.42 

$22.93 $21.77 
23.32 21.43 
20.33 20.46 
23.60 23.61 
43.95 40.69 
38.52 38.07 I 

34.13 33.30 
24.18 22.45 
26.93 27.36 

Source: MSN Money Central website. 



e 
l 

Exhibit RGR-4 
Page 1 of 3 

DCF COST OF EQUITY CALCULATION FOR THE COMPARISON GROUP 

Near-Term Projected EPS Granrth Long-Term 
Value Line IBES Average: Projected DCF 

Average Indicated 5-Year 5-Year and in Equity 
6-Month Projected Projected Value Line Growth cost of 

Company Price Dividend Growth Growth IBES GDP Estimate 

[(3)+(4)1/2 
(1 1 (2) (3) (4) (5) (6) (7) 

AGL Resources 
Atmos Energy 
Cascade Natural Gas 
Laclede Group 
Nicor 
Peoples Energy 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings 

Median 

$21 .n $1.08 
21.43 1.18 
20.46 0.96 
23.61 1.34 
40.69 1.76 
38.07 2.06 
33.30 1.57 
22.45 0.82 
27.36 1.26 

9.5 % 
9.0 
8.0 
7.0 
8.0 
7.5 
6.5 
5.0 
7.5 

8 %  
6 
5 
3 
6 
6 

5 
5 
4 

8.8 % 
7.5 
6.5 
5.0 
7.0 
6.8 
5.8 
5.0 
5.8 

Sarce: Col. (1) - Exhibit RGR-3. 
Cols. (2)&(3) 
cot. (4) - 
Col. (6) - 

Col. (7) - 

The Value Line Investment Survey. 
IBES Monthlv Summarv Data. 
Derived from data in Energy Information Administration 
Annual Energy Outlook, 2002. 
Derived iteration using an internal rate of return calculation. 

6.19 % 12.1 % 
6.19 12.4 
6.19 11.2 
6.19 11.9 
6.19 11.0 - 
6.19 12.1 
6.19 11.1 
6.19 9.9 
6.19 11.0 

11.2 % 
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DCF COST OF EQUITY CALCULATION FOR THE COMPARISON GROUP 

Near-Term Projected EPS GrMh 
Value Line IBES Average: Long-Term DCF 

Average Indicated 5-Year 5-Year and Retention Equity 
6-Month Projected Projected Value Line Projected Cost of 

Company Price Dividend Growth Growth IBES Growth Estimate 

(3)+(4)1/2 

AGL Resources 
Atmos Energy 
Cascade Natural Gas 
Laclede Group 
Nicor 
Peoples Energy 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings 

W i a n  

Srmrce: 

(1) 

$21.77 
21.43 
20.46 
23.61 
40.69 
38.07 
33.30 
22.45 
27.36 

(2) 

$1.08 
1.18 
0.96 
1.34 
1.76 
2.06 
1.57 
0.82 
1.26 

9.5 % 
9.0 
8.0 
7.0 
8.0 
7.5 
6.5 
5.0 
7.5 

8 %  

6 
5 
3 
6 
6 
5 
5 
4 

8.8 % 
7.5 
6.5 
5.0 
7.0 
6.8 
5.8 
5.0 
5.8 

Col. (1) - Exhibit RGR-3. 
Cols. (2),(3)&(6) 
Col. (4) 
Col. (7) 

- The Value Line Investment Survey. 
- IBES Monthlv Summary Data. 
- Derived iteration using an internal rate of return calculation. 

5.5 % 11.5 % 

5.5 11.8 
7.5 12.3 
4.5 10.6 - 

10.5 14.6 
6.5 12.3 
4.5 9.7 
4.5 8.4 
6.0 10.8 

11.5 % 



Company 

AGL Resources 
Atmos Energy 
Cascade Natural Gas 
Laclede Group 
Nicor 
Peoples Energy 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings 
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DCF COST OF EQUITY CALCULATION FOR THE COMPARISON GROUP 

Near-Term Projected EPS Gronrth 
Value Line IBES Average: Long-Term DCF 

&Month 
Average 

Price 

$21.77 
21.43 
20.46 
23.61 
40.69 
38.07 
33.30 
22.45 
27.36 

Indicated 
Dividend 

(2) 

$1.08 
1.18 
0.96 
1.34 
1.76 
2.06 
1.57 
0.82 
1.26 

Projected Projected Value Line Projected cost of 
5Year 5-Year and Industry Equity 
Growth Growth IBES Growth Estimate 

(3)+(4)1/2 
(3) (4) (5) (6) (7) 

9.5 % 

9.0 
8.0 
7.0 
8.0 
7.5 
6.5 
5.0 
7.5 

8 %  
6 
5 
3 
6 
6 
5 
5 
4 

8.8 % 
7.5 
6.5 
5.0 
7.0 
6.8 
5.8 
5.0 
5.8 

Median 

Swrce: Col. (1) - Exhibit RGR-3. 
Cols. (2)&(3) 
Col. (4) 

Col. (7) 

- The Value Line Investment Survey. 
- IBES Monthlv Summarv Data. 

- Derived iteration using an internal rate of return calculation. 
Col. (6) - see text. 

6.5 % 12.3 % 
6.5 12.6 
6.5 11.5 
6.5 12.2 
6.5 11.2 
6.5 12.3 
6.5 11.4 
6.5 10.1 
6.5 11.3 

11.5 % 
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WHY THE ARITHMETIC, RATHER THAN THE GEOMETRIC, MEAN 
SHOULD BE USED IN ESTIMATING EXPECTED FUTURE RETURNS 

It has been suggested that in using the Ibbotson historic rate of return data as a proxy for 

the expected kture return, one should employ the geometric mean' of the data, rather than the 

arithmetic mean. I will demonstrate why that contention is incorrect. The only appropriate 

historic average to use in forecasting expected returns for the future is the arithmetic mean. It is 

incorrect to use the geometric mean and the use of the geometric mean results in an understated 

expected future return, as will be demonstrated below. 

Before beginning the discussion on this issue, it is perhaps helpful to review the basic 

definition of the return on an investment that an investor expects (requires). The expected 

(required) rate of return is the discount rate that equates the future cash flows that an investor 

expects to receive from an investment with the initial value (i. e. , the present value) of that 

investment. Keeping that basic definition in mind, I will now explain why the arithmetic mean 

of historic return data is appropriate to use in trying to forecast the expected return in the future. 

In examining complicated issues, economists often simplify the actual very complex data 

or situation of the real world so that the issue in question is more easily examined in the 

simplified context. I will do so in my discussion below, but note that the principles hold even in 

the more complex situation of the real world. Let us assume that over a past period, an 

investment earned a rate of return of either 15 percent or 5 percent, with equal probability. Thus, 

if we examined an historic period of, say, 100 years, we would expect to find that 50 of those 

years experienced a 15 percent return, while the remaining 50 years experienced a 5 percent 

return. Since the two possible returns in this simplified hypothetical example have the same 

probability, the arithmetic average of these two possible returns would be 10 percent. Having 

established that the arithmetic average of past returns for the series described is 10 percent, we 
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will now examine whether it is appropriate to use that return as a proxy for expected future 

returns. 
* 

On Page 7, I show a hypothetical example of future possible investment outcomes if we 

assume that the distribution of possible returns from the past continues on into the future--i. e., 

that the only two possible returns are 15 percent or 5 percent, each with a 50 percent probability. 

In Column (1) of Page 7, I show the two possible returns that can be expected to occur in the 

future, given that these were the only two returns that occurred in the past in our hypothetical 

example. In Column (2) of Page 7, I show that the initial amount invested is assumed to be 

$1 .OO. In Column (3) I show that at the end of Year 1 an investor could either end up with $1.15 

if the 15 percent return outcome happens or $1.05 if the 5 percent return possibility happens. 

Since the $1.15 outcome and the $1.05 outcome are equally likely to happen under the 

hypothesized circumstances, the average possible result (known in financial parlance as the 

expected value) of this investment at the end of Year 1 is $1 .lo--the average of the two possible 

outcomes that have equal probability. This expected value of the investment of $1.10 is shown 

near the bottom of Column (3) of Page 7. If the expected value of this investment at the end of 

Year 1 is $1.10 and $1 .OO had been invested in Year 0, then clearly the discount factor that 

equates the expected cash flow at the end of Year 1, should the security be sold, to the value of 

the initial investment is 1.10 or 10 percent. 

Now let us see what are the possible investment outcomes for Year 2 under the 

hypothesized circumstances. The possible outcomes are shown in Column (4) of Page 7 and 

are explained below. If the investment earns $1.15 in Year 1 and again, fortunately, earns a 15 

percent return in Year 2, then the value of the investment would be $1.3225 at the end of Year 2 

($1.15 x 1.15 = $1.3225). Another possible outcome would be if the investment earns $1.15 in 
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Year 1 but only earns a 5 percent return in Year 2. This would produce a value at the end of 

Year 2 of $1.2075 ($1.15 x 1.05 = $1.2075). I will now explain how the third number in Column 

(4) is derived. If the investment in question earns a 5 percent return in Year 1, but then earns a 

15 percent return in Year 2, then the expected value of the investment at the end of Year 2 would 

be $1.2075 ($1.05 x 1.15 = $1.2075). The fourth possibility in Year 2 is if the investment, 

unfortunately, only reaches the $1.05 level at the end of Year 1 and in Year 2 again only 

experiences a 5 percent return. This would produce the fourth outcome in Column (4), namely 

$1.1025 ($1.05 x 1.05 = $1.1025). 

I have thus explained how one obtains the four possible outcomes at the end of Year 2, as 

shown in Column (4) of Page 7. Given that each of these outcomes has the same probability 

(because in any given year there is an equal probability of experiencing either a 15 percent 

return, or a 5 percent return), if we add up the four possible returns and divide by 4, we obtain 

the expected value of the investment of $1.2 1. Thus, even though there are several possible 

outcomes in Year 2, the expected value of this investment at the end of Year 2 is $1.21 under the 

circumstances hypothesized. If the investor expects to be able to sell the investment at the end of 

Year 2 with a value of $1.2 1, then the discount rate that equates the expected receipt of $1.2 1 at 

the end of Year 2 with the initial investment of $1 .OO in Year 0 is 10 percent 

($1.21/[(1.10)2]=$1.00). Thus, again, as in Year 1, in Year 2 we find that the discount rate, or 

expected return, on this investment is 10 percent. This means that if an investor invested $1 .OO 

in Year 0 and expected the return possibilities shown on Page 7, that the investor would expect to 

earn a 10 percent return on his or her investment in either Year 1 or in Year 2. 

The data shown for Years 3 and 4, in Columns (5) and (6) on Page 7, are derived in a 

similar manner. I will briefly discuss the data for Year 3 to provide continuity for this 



Exhibit RGR-5 
Page 4 of 7 

explanation. There are eight possible outcomes in Year 3, each with the same probability. Thus, 

if we sum up the eight possible investment outcomes for Year 3 and divide by 8, we have the 

average possible outcome or the expected value of the investment at the end of Year 3. As 

shown in Column (5 )  on Page 7, the expected value of the investment at the end of Year 3 is 

$1.33 1. Thus, if an investor invested $1 .OO in Year 0 and could expect to sell his investment at 

the end of Year 3 for $1.33 1 , the expected return on that investment would be 10 percent. The 

data shown for Year 4, in Column (6)  of Page 7, are derived in a similar manner and again it is 

indicated that were the investor to sell his investment at the end of Year 4, he would expect to 

earn a 10 percent return on the investment. This hypothetical example could be extended out 

further in time, but the calculations would obviously become very cumbersome. The point holds 

for hture years, but the data for Years 1 through 4 will be used for illustrative purposes in the 

remainder of this discussion. 

The hypothetical example shown on Page 7 has demonstrated that under the hypothesized 

circumstances, in each and every year in the future, investors will expect to earn a return of 10 

percent. It is important to note that this 10 percent return that we have calculated that investors 

could expect in each of the years examined is the same return as the arithmetic average of the 

two possible return outcomes specified in the hypothetical example, namely 15 percent and 5 

percent. Thus, if investors noted that historic return experience was either 5 or 15 percent, with 

an arithmetic average of 10 percent, and they used this arithmetic average of past returns as a 

projected return for the future, their projections would exactly match the expected return (or 

discount rate), derived in the hypothetical example on Page 7. Put simply, this demonstrates that 

the arithmetic average of past rates of return is the appropriate average to use in forecasting 

expected hture returns, assuming that past conditions will continue on into the future. 
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Now let us leave the discussion of the arithmetic mean briefly in order to discuss the 

geometric mean. The geometric mean of two returns is calculated as follows: 

d (1 +rl)  x (1 +r2) - 1 

where rl and 1-2 are the two returns in question and are 

expressed in decimal form. 

Given that in the prior hypothetical example the only two possible returns were 15 percent or 5 

percent, the geometric average of those returns would be calculated as follows: 

d ( l  + .15) x (1 +.OS) - 1 = .0989or 9.89% 

As can be noted above, the geometric mean rate of return for the hypothetical investment we 

have been discussing is 9.89 percent--less than the 10.00 percent arithmetic mean. From the 

calculations on Page 7, we have shown that if an investor invested $1 .OO at Year 0 in our 

hypothetical investment, they could expect to have the following values of their investment for 

each of the years specified: 

Initial 
Investment 

in Expected Value of Investment 
Year 0 Year 1 Year 2 Year 3 Year 4 

$1.00 $1.10 $1.21 $1.331 $1.4641 
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As noted previously, these expected values of the investment in each year could also be obtained 

by taking the arithmetic average of historic results (1 0 percent) and assuming that the investor 

expects to earn the arithmetic return in each year in the hture. 

Now let us assume that an investor mistakenly took the 9.89 percent geometric mean 

fiom the historic return series and used that to project the returns earned in the hture. If an 

investor invested $1.00 in Year 0 and expected that he or she would only earn the 9.89 percent 

geometric mean, then using the geometric mean as a predictor would produce the following data: 

initial 
Investment Value Produced by Forecasting 

in with Geometric Mean 
Year 0 Year 1 Year 2 Year 3 Year 4 

$1 .oo $1.0989 $1.2076 $1.3270 $1.4582 

Note that the values produced above when one uses the geometric mean to forecast future 

investment outcomes are lower in each and every year than the actual expected value of the 

investment that was derived on Page 7. This means that the geometric mean will produce an 

understated prediction of the returns that investors expect in the hture. As has been 

demonstrated throughout this discussion, the arithmetic mean of historic rate of return data 

produces the rate of return that investors expect in the fbture, assuming that future conditions 

parallel that of the past. In contrast, use of the geometric mean to forecast fbture rates of return 

based on past results will result in an understatement of the forecasted rate of return for the 

hture. 

. "  
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PROXY GROUP CAPITAL STRUCTURE 

2001 
Long-Term Preferred Common 

Debt Equity Equity 
Company Ratio Ratio Ratio 

AGL Resources 
Atmos Energy 
Cascade Natural Gas 
Laclede Group 
Nicor 
Peoples Energy 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings 

Average 
Median 

AGL Resources 
Atmos Energy 
Cascade Natural Gas 
Laclede Group 
Nicor 
Peoples Energy 
Piedmont Natural Gas 
Southwest Gas 
WGL Holdings 

Average 
Median 

61.3 % 0.0 % 
54.3 0.0 
50.7 0.0 
49.6 0.2 
37.8 0.5 
44.4 0.1 
47.6 0.0 
55.7 4.3 
41.7 2.0 

49.2 % 0.8 % 
49.6 % 0.1 % 

2003 

(3) 

38.7 % 
45.7 
49.3 
50.2 
61.7 
55.5 
52.4 
40.0 
56.3 

50.0 % 
50.2 % 

Long-Term Preferred Common 

Debt Equity Equity 
Ratio Ratio Ratio 

(7) 

57.0 % 
51 .O 
54.0 
49.0 
34.5 
39.0 
42.0 
50.0 
45.0 

46.8 % 
49.0 % 

0.0 % 43.0 % 
0.0 49.0 
0.0 46.0 
0.5 50.5 
0.5 65.0 
0.0 61 .O 
0.0 58.0 
4.0 46.0 
0.0 55.0 

0.6 % 52.6 % 
0.0 % 50.5 % 

2002 
Long-Term Preferred Common 

Debt Equity Equity 
Ratio Ratio Ratio 

60.0 % 
52.0 
56.0 
49.5 
36.5 
44.0 
44.5 
53.0 
45.0 

0.0 % 
0.0 
0.0 
0.5 
0.5 
0.0 
0.0 
4.5 
0.0 

48.9 % 0.6 % 
49.5 % 0.0 % 

2005-2007 

40.0 % 
48.0 
44.0 
50.0 
63.0 
56.0 
55.5 
42.5 
55.0 

50.4 % 
50.0 % 

Long-Term Preferred Common 
Debt Equity Equity 
Ratio Ratio Ratio 

(10) 

55.0 % 

50.0 
54.0 
45.5 
28.0 
30.5 
37.0 
43.5 
45.0 

43.2 % 
45.0 % 

(1 1) 

0.0 % 
0.0 
0.0 
0.5 
0.5 
0.0 
0.0 
3.0 
0.0 

0.4 % 
0.0 % 

Note: Value Line d m  not report preferred equity ratios. The preferred 
equity ratios shown above were derived by subtracting the debt 
and common equity ratios from 100 percent. 

45.0 % 
50.0 
46.0 
54.0 
71.5 
69.5 
63.0 
53.5 
55.0 

I 

56.4 % 
54.0 % 

Sarce: The Value tine investment Survey, March 22,2002. 
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OVERALL COST OF CAPITAL FOR AGD 

Percent of cost Weighted 
Total Capital Rate cost 

Debt 

Common Equity 

Total 

50.0 % 6.7 % 3.35 % 

50.0 11.0 5.50 

100.0 % 8.85 % 
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EXECUTIVE SUMMARY - JOHN A. COGAN 

John A. Cogan is Managing Member of the Johnco Group, LLC and a retired 

Citizens executive, who prior to retiring in December 1999, was responsible for Arizona 

Gas Divisions (“AGD”) gas supply management. _Mr. Cogan will address the following 

areas in the Company’s general rate proceeding: 

1. 

2. 

3. 

Modifications to the Company’s T-1 Transportation rate Tariff; 

Continuance of the Negotiated Sales Program (“NSP”); and 

Development of proforma purchase gas cost. 

T-I Transportation Tariff 

The current T-1 Transportation Tariff provides for the transport of natural gas that 

customers have independently secured. As a result of standardizing tariffs statewide, 

the T-I tariff will also be available in the Santa Cruz Gas Division (“SCGD”). 

Mr. Cogan is sponsoring a number of modifications to this tariff. The more 

significant modifications include: 

1. The aggregation of meters to meet the volume eligibility requirement; 

2. Elimination of the Back-up gas supply component of current tariffs; 

3. Gas Industry Standard Boards (“GISB”) nomination and scheduling 

procedures consistent with the upstream pipelines; 

4. Establishment of a monthly operating window or imbalance tolerance; and 

5. Implementation of a monthly imbalance charge. (The proposed imbalance 

charge would be credited to the Purchase Gas Adjustment (“PGA) bank.) 

1 
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Neqotiated Sales Program 

Through its NSP, the Company is allowed to participate in the competitive 

bidding process for its transportation customers who are seeking to purchase gas 

supplies for their own use in accordance with the transportation tariff. The Arizona 

CorporatiOn Commission (“Commission”) decision that approved implementation of the 

NSP and established the appropriate sales margin sharing between customers and the 

Company, the Commission required the review of the NSP and disposition of NSP 

margins in future base rate cases. 

Mr. Cogan is sponsoring testimony that supports the continuance of the NSP and 

disposition of sales margins that provide significant gas cost reduction benefits to sales 

customers through margin crediting to the PGA bank. 

Purchase Gas Cost 

Finally, the Company in its filing is seeking to establish a new cost of gas base 

rate for sales service. Mr. Cogan is sponsoring testimony that describes the 

methodology and resulting commodity and upstream pipeline transportation cost, and 

collectively the purchase gas cost used by other witnesses in establishing the proposed 

cost of gas base rate. 
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[NTRODUCTION 

Please state your name. 

My name is John A Cogan. 

By whom are you employed? 

I am the Managing Member of The Johnco Group, LLC, a consulting 

company that offers a variety of services to companies in the natural gas 

industry. These services include the negotiation, acquisition, and 

management of natural gas supplies and delivery services. 

Please provide a description of your education and work experience. 

I am a graduate of Southeastern Louisiana University with a Bachelor of 

Arts degree in Business Administration. For 32 years, I worked with 

Louisiana Gas Service Company, the predecessor to Citizens 

Communications Company. I retired from Citizens Utilities Company as 

Assistant Vice President of Energy Supply in December 1999. I have an 

extensive background in natural gas distribution operations and 

management, gas supply planning and procurement, gas utility and 

interstate pipeline regulation, uti I ity accounting and information systems. 

During the last 16 years, I worked extensively in the regulatory arena, both 

state and federal, as well as focusing on natural gas supply planning and 

large volume customer contracting. I have testified as an expert witness 

on gas supply issues before the state regulatory commissions in Arizona, 

Colorado, and Montana, and as well as the Federal Energy Regulatory 

Commission ("FERC"). I also have served as a member of working groups 

addressing the development of gas purchase and recovery rules in the 

states of Arizona, Colorado, and Louisiana and a working group addressing 

gas utility unbundling in the state of Colorado. I have worked as an 
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independent consultant since I retired in 1999. 

On whose behalf are you presenting testimony in this proceeding? 

I am testifying on behalf of the Arizona Gas Division ("AGD" or "Company") 

of Citizens Communications Company ("Citizens"). The Arizona Gas 

Division consists of Northern Arizona Gas Division ('NAG"') and Santa Cruz 

Gas Division ('SCGD"). 

Have you previously testified before the Arizona Corporation Commission 

("Commission") on behalf of Citizens? 

Yes. 

What is the purpose of your testimony in this proceeding? 

The purpose of my testimony in this proceeding is threefold. First, I will 

address certain changes to the AGD T-1 Transportation of Customer- 

Secured Gas tariff ("Transportation Service"). I will then address the AGD's 

Negotiated Sales Program ("NSP") and discuss the sharing of revenues that 

exceed the cost of service between the Company and its customers. 

Finally, I will address how the Company's base cost of gas was determined. 

Are you sponsoring any exhibits in conjunction with your testimony in this 

proceeding? 

Yes, I am sponsoring Exhibits Nos. JAC-I  through JAC-1.3. These exhibits 

address the following areas: 

JAC- I Revised Tariff for Transportation of Customer-Secured 

Natural Gas ("T-1 Transportation Tariff"). 

FERC El Paso Natural Gas Company Order on Capacity 

Allocation and Complaints, issued May 31, 2002. 

JAC-2 
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Arizona Corporation Commission ("ACC") Decision No. 

59399 regarding Negotiated Sales Program ("NSP"). 

Citizens Application for Formal NSP Review, Docket No. E- 

1032-97-345. 

ACC Decision No. 60423 regarding Formal NSP Review. 

ACC Staff Memorandum regarding Formal NSP Review, 

Docket No. E-1032-97-345. 

2000 and 2001 NSP Margin Analysis. 

NAGD Purchase Gas Cost 

SCGD Purchase Gas Cost 

AGD Purchase Gas Forecast ("Requirements"). 

AGD - NAGD & SCGD Loss & Unaccounted For Gas 

("L&U") Reports. 

Were Exhibit Nos. JAC-1 through JAC-11 prepared by you or under your 

direct supervision? 

I prepared Exhibit Nos. JAC-1, and JAC-7 through JAC-10. JAC-2 through 

JAC-6 are public records and are provided for convenience of the parties. 

The remaining exhibit, JAC-11, was prepared under my direction for the 

Com pany . 

THE CURRENT T - I  TRANSPORTATION SERVICE 

2. 
4. 

Please provide an overview of the current Company's transportation tariff. 

The current T-1 Transportation Tariff, which has been approved by the 

Commission, requires that the customer and the Company execute a 

transportation agreement. The T-1 Transportation Tariff rates for this 

service consist of a basic customer charge per meter and a volume charge 

applicable to each therm of gas metered and delivered to the customer. 
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The transportation agreement, which may vary among customers, specifies 

the quantity of gas to be transported, the term, the otherwise applicable 

rate schedule, and any other special provision that the parties deem 

necessary. Under this T - I  Transportation Tariff, the Company will transport 

gas for an eligible customer that has independently secured gas. The gas 

will be transported from the point of interconnection between the 

Company's system and an upstream pipeline ("Receipt Point") and the 

customer's meter on the Company's distribution system ("Delivery Point"). 

Under what conditions is a customer eligible for service under the current 

T - I  Transportation Tariff? 

The following conditions must exist for a customer to be eligible for service 

under this tariff: 

I. 

2. 

3. 

4. 

The Company has the distribution system capacity available to 

provide the requested service without constructing additional 

facilities. 

The customer has demonstrated to the Company that it has 

assured natural gas supplies and upstream pipeline 

transportation for a term compatible with the service being 

requested. 

The customer will be the end-user under the executed 

transportation agreement. 

The volume of gas to be transported for the customer is greater 

than 120,000 therms per year. 

What responsibilities does the Company have under the current T - I  

Transportation Tariff? 
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The Company is responsible for transporting the quantity of gas delivered 

on the customer’s behalf from the Receipt Point to the customer’s Delivery 

Point. 

What responsibilities does the customer have under the current T-1 

Transportation Tariff? 

The customer is responsible for procuring its own natural gas and having it 

delivered to the Company a t  the Receipt Point. To meet its daily 

requirements a t  the Delivery Point, the customer must secure upstream 

pipeline capacity directly or through capacity of its third party supplier. 

Additionally, the customer must comply with the Company’s operating 

procedures for the scheduling and balancing of gas a t  and between the 

Receipt and Delivery Points. 

- 

Under the current T-1 Transportation Tariff, can service be interrupted? 

Although the Company has the responsibility to transport on a firm basis, 

there are limited circumstances where the service can be interrupted. This 

service can be interrupted: 1) during a period of curtailment, in accordance 

with the Company‘s curtailment procedures; 2) when the Company 

determines that it has insufficient capacity on its system or from its 

upstream pipeline; or 3) the customer’s gas supply to the Company a t  the 

Receipt Point is insufficient to meet the customer‘s requirements a t  the 

Delivery Point. 

Is it a customer requirement that the quantity of gas delivered to the 

Receipt Point equal the quantity of gas taken by the customer a t  the 

Delivery Point? 
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The Company recognizes that it is not always possible to have quantities of 

gas at the Receipt Point match exactly to  the quantity of gas consumed by 

the customer at the Delivery Point. Therefore, the T-1 Transportation Tariff 

provides some flexibility for the customer. Except during periods of 

curtailment, the customer may have up to a 25% variance between Receipt 

Po'ints and Delivery Points on a daily basis. However, on a monthly basis, 

the goal is that the monthly variance would be as near to zero as 

practicable. Treatment of these variances is referred to as "balancing". 

How is the customer affected during periods of curtailment? 

During periods of curtailment when the customer is not curtailed, the 

customer's consumption a t  the Delivery Point is limited to only that quantity 

of gas that is delivered on the customer's behalf a t  the Receipt Point. 

Does the Company currently offer a back-up service, in the event a T-1 

transportation customer's gas supply to the Receipt Point is interrupted, or 

is insufficient to meet its requirements? 

I n  addition to the balancing flexibility that is provided under the Company's 

operating procedures (which is described above), the customer has the 

option to subscribe to Back-up Service. I f  a customer subscribes to Back- 

Up Service, the customer elects a specified quantity of gas and the 

Company maintains sufficient upstream pipeline capacity and gas supplies 

to provide for the delivery of that amount of gas when the customer's 

supply is interrupted or insufficient to meet its requirements. The gas 

delivered under this service is limited to the specific quantity of gas elected 

by the customer. 

Is there a charge for Back-up Service? 

- 6 -  



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

0 

* :: 
15 

I6 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

e 27 
28 

29 

Direct Testimony of John A. Cogan 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

Yes. Each customer electing Back-up Service pays a reservation charge. 

This reservation charge is calculated by multiplying the reservation rate by 

the daily quantity of gas subscribed to for Back-up Service. I n  addition, the 

customer pays the tariffed commodity charge on each unit of gas that is 

actually delivered by the Company to the customer. All amounts collected 

for this service are credited to Account No. 191, Deferred Gas Cost 

Account. 

Does a customer subscribing to the transportation service have to commit 

to a minimum term of service? 

Yes, a customer requesting T - I  Transportation Service must enter into a - 
transportation agreement for a minimum term of (12) twelve months. 

Upon termination of the transportation agreement, can a T-1 transportation 

customer return to receiving a tariffed sales service? 

Yes, at the end of twelve months, a transportation customer may elect to 

receive service under the AGD’s sales tariff, 

Pursuant to the AGD tariffs that are currently in place, must a former T-1 

transportation customer that is currently under a tariffed sales service 

remain on the sales tariffed rate for a minimum term period? 

No. Although a customer must take transportation service for a minimum 

term of 12 months, there is no corresponding minimum term for a 

customer who elects to convert back to a tariffed sales service upon 

termination of the T - I  Transportation Service. 

I n  addition to the eligibility requirements discussed above, is a sales 

customer converting to T-1 Transportation Service subject to any other 

conditions? 
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Yes. A customer converting from tariffed sales service to T-1 

Transportation Service must provide the Company with a service change 

request. The customer is also subject to the following conditions: 

1. Conversion to T-1 Transportation Service will occur at the 

beginning of the first calendar month that follows at least five 

days after the receipt of the customer service change request. 

A sales customer that reverts to T-1 Transportation Service is 

subject to being billed or credited, based upon the customer's 

pro rata share of the balance in the Company's Gas Cost 

Adjustment bank. 

2. 

PROPOSED CHANGES TO THE T-1 TRANSPORTATION TARIFF 

2- 

4. 

What changes or modifications to this rate schedule is the Company 

proposing? 

As discussed in Mr. Harrison's testimony, the Company has submitted 

proposed tariffs for approval as part of this rate filing. Those proposed 

tariffs would standardize service offering for both NAGD and SCGD 

customers. A result of this standardization of Company tariffs is that the T- 

1 Transportation Tariff will be available for Santa Cruz Gas Division 

customers. Attached to my testimony, Exhibit No. JAC-1, is the proposed 

revised Transportation Of Customer-Secured Gas T - I  Tariff. The proposed 

revisions to this schedule can be summarized as follows: 

The aggregation of customer meters would be allowed to meet 

eligibility requirements; 

Back-up Service would be eliminated; 

Balancing procedures would be revised and a balancing charge 

would be implemented; and 

Miscellaneous other charges are set out in detail. 
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Please describe the proposed change in the eligibility requirements? 

Under the current tariff, a customer must transport more than 120,000 

therms per year to be eligible. While the Company believes that the 

current tariff provides for the aggregation of multiple meters serving the 

same customer a t  one location, it is unclear as to the customers' right and 

the Company's obligation as it relates to multiple locations. To clarify these 

rights and obligations, the Company proposes to modify Section I of the 

tariff. With this change, a customer may aggregate multiple meters at a 

single or multiple locations throughout the Company's gas system to satisfy 

the 120,000 therms per year eligibility requirement. However, only meters 

with an annual delivery quantity of 50,000 or more therms per year would- 

qualify under this aggregate approach and eligibility of multiple service 

locations would be limited to those owned and operated by the same entity. 

Under this proposal, customers that choose to aggregate meters would be 

charged the same tariffed volume charge for gas delivered through each 

meter as if they did not aggregate. The charge would be the unit sales 

margin for each therm, as set forth in the customer's otherwise applicable 

sales tariff. By applying this charge in this manner, a customer aggregating 

would be able to seek competitive gas commodity and pipeline 

transportation, but would pay the same cost of service rate that it would 

have paid as a tariffed sales customer. 

Is the Company proposing any change to the minimum annual 

transportation quantity eligibility requirement? 

No, it is not. 

What change is the Company proposing to the Back-up Service? 
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I described the Back-up Service previously in this testimony. I n  this filing, 

the Company is proposing to eliminate this service. 

Why is the Company proposing to eliminate this service? 

There are two basic reasons for the Company’s proposal. First, since the 

inception of this service, the Company has never been required to make a 

delivery on behalf of a customer because of an interruption of the 

customer’s secured gas a t  the Receipt Point. Secondly, the Company‘s 

ability to secure adequate pipeline capacity to provide this service is highly 

questionable since FERC recently issued its May 31St order that eliminates 

the full-requirement nature of the Company‘s upstream pipeline capacity - 
from El Paso Natural Gas Company (“FERC El Paso Order”). A copy of this 

order is provided for the parties’ convenience as Exhibit No. JAC-2. 

How many current customers have contracted for the Back-up Service? 

Currently, only four transportation customers out of twenty have contracts 

for this service. 

What amount was credited to the deferred gas cost account for this service 

during the test year? 

During the test year, revenues from the Back-up Service totaled $29,351. 

This amount was credited to the Deferred Gas Cost Account. 

How does the FERC El Paso Order impact the full-requirement aspect of the 

Com pa ny ’s contract? 

Under its full-requirements contract with El Paso, the Company has the 

right to receive, and El Paso has the obligation to deliver, the daily needs of 

the Company‘s distribution system served by El Paso. It should be noted 
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that, while Citizens is the actual signatory on this contract, for purposes of 

this testimony, I am referring to it as the AGD’s contract, since the AGD is 

the division implicated by the contract. For several years, AGD 

representatives have participated in the regulatory proceeding before FERC 

that addressed the allocation of pipeline capacity on the El Paso interstate 

pipeline system. A t  issue, among other things, was El Paso’s lack of 

pipeline capacity to meet the contractual obligations on its system. When 

available pipeline capacity is less than the firm contract demand on its 

system, El Paso prorates or rations its pipeline capacity based on a contract 

quantity. The Company, and most other El Paso customers located east of 

the California border, has full-requirement contracts. During periods when- 

El Paso is rationing its pipeline capacity, the nominations of the AGD and 

other full requirement customers are limited only by the capability of 

physical pipeline facilities to deliver their full requirements. Customers that 

have a specific contract quantity stated in their contract are limited to  

nominations that cannot exceed their contract quantity. When such pro- 

ration occurs, many shippers are not able to flow the gas that they 

nominate. I n  the FERC proceeding, El Paso‘s contract demand customers, 

as well as the FERC’s staff, recommended that the FERC use its authority to  

abrogate the full requirement contracts and convert them to contract- 

demand contracts. This will, among other things, impact the AGD‘s ability 

to  provide sufficient pipeline capacity for rendering the Back-up Service. 

What is the current status of that proceeding? 

On May 31, 2002, the FERC issued an order in this proceeding. I n  its 

order, the FERC concluded that pursuant to  the federal Natural Gas Act, El 

Paso’s current capacity allocation methodology was unjust and 

unreasonable and adversely affected the public interest. The order directed 
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El Paso to  modify its capacity allocation methodology to  assure greater 

predictability for firm shippers on its system. The order further directed 

that full requirements contract shippers, such as the Company, be 

converted to service under contract-demand contracts effective November 

1, 2002. The order did not set the quantitative level of contract-demand 

contracts for each full requirement shipper but allowed parties until August 

1, 2002, to reach an agreement as to the capacity entitlements under the- 

new contract demand contracts. 

What happens if the parties cannot agree to the capacity entitlement level 

for converting full requirement shippers? 

I f  the parties cannot reach agreement on the capacity entitlement level for 

converting full requirement shippers by August 1, the FERC has indicated 

that it will establish "appropriate" capacity entitlements for the converted 

contracts. Depending on how the conversion to  contract demand is done, 

the result may be that AGD has insufficient capacity to meet its current 

requirements on the El Paso pipeline. I n  addition, it appears that the future 

demand growth that the Company has anticipated may be impaired by the 

capacity limitations on the El Paso pipeline. 

What is the affect of the recent FERC ruling on the AGD's gas rate filing? 

The economic affect of the FERC El Paso order is not included in the rate 

application. At this point, the full effect of the FERC ruling is not fully 

known because the capacity entitlement levels have not yet been resolved. 

I n  addition, there is a clear possibility that the ruling may be appealed to  

the courts. 

requirements shippers will have a significant affect on the Company's future 

However, it is clear that the mandated prohibition against full 

business. 
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Where are charges in the cost of gas and interstate pipeline transportation 

charges recorded? 

I n  accordance with Commission current policy, the changes in purchase 

cost of gas and interstate pipeline transportation charges are reflected 

through the Company’s Purchase Gas Adjustment filed with the Commission 

monthly. 

What changes is the Company proposing to the nomination and scheduling 

procedures in its T - I  Transportation tariff? 

Since the Company last updated its T - I  Transportation Tariff, all interstate 

pipelines in the United States have adopted standards established by the - 

Gas Industry Standard Board (“GISB”) for the timely and efficient 

management of the movement of natural gas. To effectively coordinate 

and manage the transportation of gas for the Company’s sales and 

transportation customer needs, the Company proposes to modify its 

nominating and scheduling procedures as set forth itl Section 6.1 of Exhibit 

No. JAC-I. This modification would adopt the GISB standards for the timely 

nomination, scheduling, and confirmation of gas movement across the 

upstream pipelines and to the Company’s distribution system. These 

standards have been set forth in AGD‘s upstream pipeline tariffs, which 

have been approved by the FERC. I n  the proposed changes for AGD‘s 

tariff, the Company would require that the transportation customer submit 

its nomination to the Company no later than one (1) hour prior to the 

upstream pipeline‘s nomination deadline for any nomination and scheduling 

cycle. This advance nomination and scheduling notice to the Company is 

necessary to provide for the Company’s timely and efficient management of 

the both sales and transportation customer needs. 
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Are there any other proposed changes to the operating procedures? 

Yes. The Company is proposing to delete Section 6.1 (a), (b), and (c) in 

the current T - I  Transportation Tariff. Subpart (a) --which required prior 

day Receipt Point information -- is no longer necessary because the 

Company confirms nominations with the upstream pipelines. I n  addition, 

the scheduled quantities are available on the upstream pipelines' websites. 

Subpart (b) - which required prior day Delivery Point information-- is no 

longer needed because the Company has installed remote electronic 

telemetering on transportation meters. This electronic equipment allows 

the Company to continuously monitor customer usage through 

communication with remote computers located a t  the customer Delivery - 
Point. Subpart (c) - which required that the customer provide daily 

expected consumption --is not necessary because there is a requirement 

that transportation customers submit daily nominations to the Company 

and that the upstream pipelines that reflect estimated requirements for the 

gas flow day for which the nominations are made. I n  addition, new Section 

6.2 allows the Company with the right to request that the customer provide 

estimates of the daily, monthly and annual requirements. 

Is the Company proposing any other changes to the T-1 Transportation 

Tariff operation procedures? 

No, it is not. 

What changes to the balancing provision of the tariff is the Company 

proposing? 

The Company is proposing two basic changes to the imbalance provision of 

its transportation tariff. The first is to establish a monthly operating 

window or imbalance tolerance level. The second change is to establish a 
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monthly imbalance charge to be applied on all quantities of imbalance gas 

outside of the monthly operating window. 

Please explain the monthly operating window that the Company proposes. 

Imbalance occurs when there are differences between the quantity of gas 

scheduled and delivered by the customer to Receipt Points and the quantity 

of delivered by the Company to the Delivery Point. The Company 

recognizes that such imbalances will occur. The current T-1 Transportation 

Tariff permits a daily operating window, or imbalance, of +/- 25% of the 

scheduled transportation quantity or 1,370 therms, whichever is greater. 

The Company is now proposing, in addition to the daily imbalance tolerance 

level, to establish a monthly imbalarlce threshold of +/- 5% of the month’s 

total scheduled transportation quantity or 10,000 therms, whichever is 

greater. 

What is the purpose df thi posed chang 

The current tariff, while not explicit, implies a monthly operating window 

or imbalance of +/- 25% of the month’s scheduled transportation quantity 

or 1,370 therms, whichever is greater. The upstream pipelines‘ tariff 

provisions impose a monthly imbalance tolerance level of +/- 5% on their 

customers. The Company believes that a monthly imbalance tolerance that 

is aligned with the upstream pipelines is more appropriate than the current 

25% provide under the current tariff. Setting the monthly imbalance 

tolerance level a t  +/- 5%, along with the implementation of imbalance 

charges, will provide ample incentive for the Company’s transportation 

customers to have quantities of gas delivered to the Company at Receipt 

Points that are reasonably equal to the quantity of gas being delivered by 

the Company to the transportation customer a t  the Delivery Point. 
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You stated that the Company proposes to implement an imbalance charge. 

Would you please explain this charge and how it will be applied? 

The Company proposes to implement an imbalance charge to provide for 

timely cash-out of imbalances that exist a t  the end of each month. See 

Section 7 of Exhibit JAC-I. The purpose of this charge is to provide a 

financial incentive for transportation customers to maintain any imbalance 

within the applicable operating window. The imbalance charge would be 

applied on a volumetric basis to the quantity of gas outside the monthly 

imbalance tolerance level. This imbalance charge would be in addition to 

charges payable under the transport tariff and the Customer's otherwise 

applicable sales schedule. The proposed imbalance charge would replace 

the Excess Gas charge in the current T-1 Transportation tariff. 

How would the proposed imbalance charge be calculated? 

When the quantity scheduled for a transportation customer a t  the Receipt 

Point exceeds the customer's metered quantity a t  the Delivery Point by 

more than the monthly imbalance tolerance level, the excess gas imbalance 

will be retained by the Company. The customer's bill will be credited for 

the retained gas a t  a cost per therm equal to a t  the lower of: a) 50% of 

the Gas Cost component of the Base Tariff Rate contained in the customer's 

otherwise applicable sales schedule, as stated in the Statement of Rates, 

and adjusted for the PGA; or b) the lowest incremental cost of gas, 

including all upstream interstate pipeline transportation charges, purchased 

by the Company during the same month. 

When the quantity that has been scheduled for a transportation customer 

a t  the Receipt Point is less than the customer's metered quantity a t  the 

Delivery Point by more than the imbalance tolerance level, the excess 
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imbalance will be eliminated. The customer will be billed a gas cost per 

therm equal to the higher of: 1) 150% of the Gas Cost component of the 

Base Tariff Rate contained in the customer’s otherwise applicable sales 

schedule, as stated in the Statement of Rates, and adjusted for the PGA; or 

2) the highest incremental cost of gas, including all upstream interstate 

pipeline transportation charges, purchased by the Company during the 

same month. 

What would be the accounting treatment of collected imbalance charges? 

Imbalance charges collected would be credited or debited to  Account No. 

191, the Deferred Gas Cost Account. 

Are there any other changes to the balancing provisions of the 

tra nsporta ti on tariff? 

No. 

Would you please describe the miscellaneous administrative changes that 

the Company is proposing? 

I have proposed seven additional revisions: (1) the key components of 

transportation service; (2) implementation of a minimum term for tariffed 

sales services; (3) requirement that customer provide certain information 

to the Company; (4) defined “quantity”; (5) clarified Company’s liability; 

(6) clarified the requirement for telemetering facilities; and (7) clarified 

customer’s responsibility for costs associated with the necessary telephone 

service for telemetering facilities. 

What is the proposed change relating to  identifying the key components of 

the tariffed transportation service? 
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The Company proposes to add a new Section 2.1 that sets forth the 

components of the basic transportation service to be rendered under this 

schedule. These include the transportation of a Customer's gas delivered to 

Receipt Points across the Company's distribution system to the Customer a t  

the Delivery Point. 

What is the proposed minimum term for the sales service tariff? 

The current tariff requires that a customer receiving service under the T-1 

Transportation Tariff do so for a minimum of twelve (12) months. After a 

customer has taken service for the minimum term, the customer may 

return to tariffed sales service. The Company's sales service tariff currently 

does not provide for a minimum term for a customer converting from 

transportation to sales service. The Company believes requiring a 

minimum sales service term of twelve (12) months when a customer 

converts from transportation to sales service is necessary to discourage 

customers from switching between the two services, based upon a more 

favorable commodity price. The proposed tariff language is set out in 

Section 2.3 of Exhibit JAC-1. Additionally, this commitment to sales service 

by the customer allows the Company to better provide for efficient planning 

and management of gas supply and pipeline capacity for meeting sale 

customers' requirements. 

Are there other miscellaneous changes being proposed to the T-1 

Transportation Tariff? 

Yes. The Company proposes to add new provisions under Sections 6.2, 
6.3, and 6.4. Section 6.2 would require the customer to provide to the 

Company estimates of daily, monthly, and annual volumes of gas to be 

transported, upon request by the Company. This information may 
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periodically be needed to assist the Company in planning for its system gas 

supply and operational requirements. 

Section 6.3 defines quantities as used in Section 6.1 to dekatherms (‘Dth”) 

(one million Btus). This revision conforms the use of the term “quantity“ 

under Section 6.1 to the definition that is used by the upstream pipelines 

for nominating and scheduling activities. 

Section 6.3 clarifies that the Company will not be liable for failure to deliver 

gas to a customer at the Delivery Point, when the failure is caused by 

unavailability of the customer’s gas supply or interruption of third party 

transportation services to the Receipt Point. 
- 

Does the Company propose any further revisions to the transportation 

service tariff? 

Yes, there is one final revision. The Company proposes to modify section 

8.1 to require that telemetering facilities be installed on each meter 

through which a customer receives transportation service. Further, the 

Company proposes to revise this section to clarify that the customer is 

responsible for paying all costs associated with the telephone service that is 

necessary to provide communications between the telemetering facilities 

and the Company, as well as the cost of telemetering facilities. 

Does this conclude the proposed changes to the transportation tariff? 

Yes, it does. 

NEGOTIATED SALES PROGRAM 

Q. What is the purpose of your testimony regarding the Negotiated Sales 
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Program? 

I n  November 1995, the Commission issued Decision No. 59399, which 

implemented the Negotiated Sales Program Tariff ("NSP"). A copy of that 

Decision is attached as Exhibit No. JAC-3. The Commission also ordered 

that NSP margins be reviewed in future base-rate and PGA cases. The 

Cdmmission directed that the future disposition of NSP margins should be 

based on an assessment of the magnitude of NSP cost and benefits, and 

the extent to which the Company actually experiences exposure to a risk of 

loss. My testimony will address these issues. 

Would you please provide a brief description of the NSP? 

The MSP is a service that allows the Company to participate in the 

competitive bidding process of its transportation customers who are 

seeking to purchase gas supplies for their own use in accordance with a 

transportation tariff. The NSP service allows the Company to offer to obtain 

the gas supply requirements for its transportation customers. The 

Company uses its upstream pipeline capacity to transport NSP volumes to 

the Receipt Points, except during periods when system requirements 

exceed the projected normal peak day throughput. Variable transportation 

costs billed to the Company by the upstream pipelines associated with 

transporting NSP volumes to the Receipt Point are directly charged to the 

NSP. The Company, in accordance with Decision No. 59399, credits the gas 

bank account for 50% of the sales margin, unless the NSP customer is a 

transportation customer who was a bundled sales customer anytime during 

the most recent three (3) year period. I n  that case, the Company credits 

the gas bank account for 100% of the sales margin. 

I s  this the first review of the NSP? 
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No. I n  Commission Decision No. 59399, in addition to the review 

requirement in future base rate and PGA cases, the Commission mandated 

that the Company apply for a formal NSP review within two years of that 

Decision. On July 3, 1997, in compliance with that Commission Decision, 

the Company filed for the review to be undertaken. A copy of that 

application is attached to my testimony as Exhibit No. JAC-4. 

What did the Commission conclude from its review of the NSP in that 

docket? 

I n  Decision No. 60423, issued on September 26, 1997, the Commission 

concluded that, after reviewing the Company’s application and Staffs - 

(September I O t h )  Memorandum, it was in the public interest to approve the 

filing. A copy of Decision No. 60423 and Staffs September 10, 1997, 

Memorandum are attached as Exhibit Nos. JAC-5 and JAC-6, respectively. 

Did the Decision change any procedures previously adopted in Decision 

59399? 

I n  Decision No. 60423, the Commission approved the Company’s request to 

eliminate the restriction that, from November through March, the AGD not 

use its upstream capacity to transport NSP volumes to transportation 

customers. 

Were there any other modifications to the NSP as a result of Commission 

Decision No. 60423? 

No, there were not. 

What have been benefits of the NSP? 

The NSP provides two basic benefits. First, the NSP has provided 
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transportation customers with a competitive alternative for the purchasing 

their gas requirements in the open market. That benefit is demonstrated 

by the fact that as of December 2001, sixteen (16) of the twenty (20) 

transportation customers, or 8O%, purchased their gas requirements from 

the Company under the NSP. At the time of the initial review of the NSP in 

July 1997, the Company provided NSP sales service to only five 

transportation customers. This increase demonstrates that transportation 

customers have benefited from the NSP sales service. 

What is the second benefit? 

The second benefit is that the NSP has lowered the cost of gas for AGD firm - 

sales customers. During calendar years 2000 and 2001, the total margins 

realized from NSP sales were $590,801 and $1,497,684, respectively. 

Exhibit No. JAC-7 provides the monthly NSP sales for each of the calendar 

years 2000 and 2001. I n  accordance with Decision No. 59399, the margins 

r the w a r s  7000 and 7001 would be $101,978 and $790,038, 

What risk does the Company take in rendering this service? 

The Company is exposed to two basic risks. First, if NSP sales produce a 

loss, the Company absorbs 100% of those lost margins. I n  addition, the 

Company is at  risk for collection of amounts billed to  customers under the 

NSP. For calendar year 2001, NSP billings totaled $16.2 million. Because 

revenues and cost of NSP sales are below the line items, the Company 

bears the entire risk for any amounts that might be uncollectable. 

Has the Company actually experienced any losses associated with these 

risk? 

Yes, unfortunately t has. One of the Company’s transportation customers, 
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Suntastic, who was also an NSP sales service customer, filed for bankruptcy 

in August 4, 2000. At the time the customer declared Chapter I1 

bankruptcy, the Company had outstanding account receivables due from 

Suntastic of approximately $80,000. During the post bankruptcy period 

and prior to termination of service, the Company had outstanding account 

receivables due from Suntastic of approximately $206,000. This accounts 

receivable of approximately $286,000 remains uncollected today. The 

Company absorbed this loss, with no impact on customers. 

Do you believe that the NSP current level of sharing between the Company 

and its customers should be continued? - 

I n  light of the risks of loss that the Company absorbs, I think the current 

level of sharing is appropriate and fair. 

BASE COST OF GAS 

B. 
A. 

Q. 
A. 

r n  sLQLgas? 

I am sponsoring testimony that supports the calculations used in 

developing the proforma base cost of gas used by the Company in this 

proceeding. Exhibit No. JAC-8 is the gas cost for the NAGD and Exhibit No. 

JAC-9 is the gas cost for the SCGD. 

How was the volume of natural gas to be purchased determined? 

I began with the calendar month sales volume as set forth in Company 

witness, Mr. Harrison's, Exhibit No. JLH-3. The monthly volume represents 

the forecasted amount of gas that sales customers would consume during a 

normal month. This volume can be found on line I of Exhibit No. JAC-IO 

for the NAGD and line 15 for the SCGD. 
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I then adjusted the sales volume for the most recent loss and unaccounted 

for ("L&U") factor to arrive at the volume of gas to be delivered a t  the 

points of interconnection between the Company's distribution systems and 

the upstream pipeline suppliers ("City Gate"). I calculated the L&U 

adjustment by multiplying the sales volume by the L&U factor from the 

Company's most recent analysis. Copies of those analyses are attached as 

Exhibit No. JAC-11. The L&U factor for NAGD is 2.20% and SCGD is 

1.02%. The sum of sales and L&U volumes provides the estimated City 

Gate requirements and can be found in Exhibit No. JAC-10 on line 3 for the 

NAGD and on line 17 for the SCGD. 

Because two pipelines with different characteristics serve the AGD, the next 

step is to establish the volume of gas to be delivered to City Gates served 

by El Paso and Transwestern. 

How did you accomplish this? 

For the purposes of this allocation, I used a 75%/25% split for El Paso and 

Transwestern respectively. I believe that this allocation is representative of 

the long-term utilization of these two pipelines for meeting the gas supply 

needs of the NAGD. Since the SCGD is served solely by El Paso, 100% of 

the City Gate deliveries were allocated to El Paso. 

Why do you make this allocation between El Paso and Transwestern served 

at the City Gates? 

This allocation is made mainly to reflect the quantity of gas supplies to be 

transported on the upstream pipelines and to provide for a reasonable 

pipeline fuel adjustment. This fuel adjustment reflects the incremental 

quantity of gas to be purchased and delivered to the pipelines, as required 
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by their respective tariffs, for fuel gas necessary to operate the El Paso and 

Transwestern compressors along their interstate pipeline systems. For El 

Paso the fuel rate is 3.47% and Transwestern is 4.75%. 

How are these adjustments made for the NAGD and SCGD? 

For the NAGD, which is served by both El Paso and Transwestern, the 

amount of fuel gas required on each of the pipelines, is reflected in Exhibit 

No. JAC-8. Lines 9 and 13 reflect the amount of fuel gas to be purchased 

and delivered to El Paso and Transwestern. The sum of the City Gate and 

fuel purchases is the amount of gas to be delivered to the upstream 

pipelines and are those volumes on lines IO and 14 of Exhibit No. JAC-8 foj- 

El Paso and Transwestern. For the SCGD, the El Paso fuel volumes are on 

line 7 of Exhibit No. JAC-9 and total purchases into the pipeline are on line 

8. 

thn nnvt ctnn? 

The next step is to estimate the cost of the gas and that result is shown on 

line 34 of Exhibit No. JAC - 8 and line 26 of Exhibit No. JAC - 9. The result 

of this calculation is an annual commodity cost for the NAGD of 

$39,735,274 shown on line 34 of Exhibit No. JAC-8. The resulting SCGD 

annual commodity cost is $1,907,840, which is found on line 26 of Exhibit 

NO. JAC-9. 

How did you calculate the projected annual purchased gas commodity cost? 

I calculated the projected purchase gas commodity cost by multiplying the 

projected purchases by the net index monthly commodity cost per Dth. 

What was the next step in calculating AGD’s cost of gas? 
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Next, I determined the estimated cost that would be incurred from the 

upstream pipelines for the transportation service in delivering gas to the 

City Gates. 

How did you derive a t  this upstream pipeline transportation cost? 

Fii-st, I will describe the process that I followed for the NAGD. The NAGD 

receives service from both El Paso and Transwestern. Both pipeline 

contracts specify the payment of monthly demand charges based upon 

pipeline capacity entitlement, or the maximum daily quantity (“MDQ“), 

reserved for transporting gas on behalf of the Company. I n  the case of El 

Paso, the Company has been a full requirements customer. However, for 

billing purposes, a unit billing determinant was established as part of a 

long-term settlement with El Paso in 1996. The Company’s El Paso 

transportation billing determinant is 37,611 dekatherms, which is allocated 

34,544 dekatherms for NAGD and 3,067 dekatherms for SCGD. I n  the case 

T r r  MDQ of 75- 

Because Transwestern serves only the NAGD, this capacity is allocated 

solely to the NAGD. 

To determine the projected NAGD upstream pipeline demand cost, I 

multiplied the MDQ by the current upstream pipeline tariff rates. For El 

Paso, the MDQ, applicable rate and resulting demand cost are shown on 

lines 37 through 39 of Exhibit No. JAC-8. For Transwestern, the MDQ, 

applicable rate and resulting demand cost are shown on lines 45 through 

47. The estimated annual upstream pipeline costs are $3,237,960 for El 

Paso and $2,585,113 for Transwestern. 

For the SCGD, I followed the same process as I used for the NAGD except 
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that El Paso is the only upstream pipeline serving City Gates in the SCGD. 

The derivation of the $287,484 of El Paso demand cost for SCGD are shown 

on lines 29 through 31  of Exhibit No. JAC-9. 

You testified earlier that the FERC had ordered that El Paso full requirement 

shippers be converted to contract-demand contracts. Does your gas cost 

forecast reflect changes for transportation charges after conversion to a 

con tract-dema nd con tract? 

No, it does not. 

Please explain why not. 

While the order states that full requirement shippers must convert to 

contract demand contracts by November 2002, it is the Company’s belief 

that the FERC order is sufficiently flawed that it will be appealed, and that 

implementation may be delayed. Because of these uncertainties, I have 
i-nmptd tn i m  an\/ C n d  t b t  rq@& be m t e r l  

implementation of the FERC order in the forecasted gas cost. 

What was the next step for projecting upstream pipeline transportation 

service cost? 

I then determined the upstream pipeline variable transportation cost. This 

cost is based on the volume of gas delivered to the City Gate by each 

pipeline. 

To determine the projected NAGD upstream pipeline variable cost, I 

multiplied the City Gate purchase requirements by the current upstream 

pipeline tariff rates. For El Paso, variable transportation charges (line 41) 

were calculated by multiplying City Gate volumes on (line 8) by the variable 
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transportation rate on (line 40 of Exhibit No. JAC-8). For Transwestern, 

variable transportation charges (line 49) are calculated by multiplying City 

Gate volumes on (line 12) by the variable transportation rate on (line 48 of 

Exhibit No. JAC-8). The estimated variable transportation charges resulting 

from these calculations are $218,373 for El Paso and $66,946 for 

Transwestern. 

To determine the projected SCGD upstream pipeline variable cost, El Paso 

variable transportation charges (line 33) are calculated by multiplying the 

City Gate purchase requirements on (line 6) by the variable transportation 

rate on (line 32 of Exhibit No. JAC-9). The estimated annual variable 

transportation charges resulting from this calculation is $13,982. 
- 

Are there any additional costs included in your projections? 

Yes. As part of the long-term settlement with El Paso reached in 1996, 

tomersaf FI Paso will receive a credit for a portion of revenuw that FI 

Paso receives from the resale of pipeline capacity that was deemed at  risk 

during the settlement negotiations. To project risk-sharing credits, I 

assumed that the Company’s future credits from El Paso would equal the 

average of actual risk-sharing credits received during the test year, 

calendar year 2001. The projected risk-sharing credits for the NAGD are on 

line 42 of Exhibit No. JAC-8 and reflect an annual credit of $475,596. The 

projected risk sharing credits for SCGD are on line 34 of Exhibit No. JAC-9 

and reflect an annual credit of $21,864. 

Does this conclude the steps followed in determining the projected cost of 

gas purchases for the NAGD and SCGD? 

Yes, it does. 
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Would you please summarize purchase gas cost resulting from your 

calculations? 

The NAGD is forecasted to require 10,626,427 dekatherms of gas to meet 

the forecast sales demand of its customers. The total cost, delivered to the 

City Gates, is $45,368,070 with $39,735,274 related to the cost for 

purchasing the commodity itself and $5,632,796 related to the cost of 

transportation services on the upstream pipelines. 

The SCGD is forecasted to require 510,297 dekatherms of gas to  meet the 

forecasted sales demand of its customers. The total cost, delivered to the 

City Gates, is $2,187,442 with $1,907,840 related to the cost of purchasing 

the commodity and $279,602 related to the cost of transportation services 

on El Paso. 

P 

Yes, it does. 

S:\Deb-Docs\Az 02 Gas Rate Case\Testimony\Cogan\FINAL Direct -cogan 7-26-02 
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Exhibit JAC-I 

ISSUE DATE: 

EFFECTIVE DATE: 

FILED BY: Gary A. Smith, Vice President & General Manager 

DECISION NO: 

Original Sheet No. CITIZENS COMMUNICATIONS COMPANY 
ARIZONA GAS DIVISION CANCELLING: Sheet No. 

RESERVED FOR ACC TARIFF APPROVAL 

TRANSPORTATION OF CUSTOMER-SECURED NATURAL GAS 
RATE SCHEDULE T-1 

AVAILABILITY 
This rate schedule i s  available to any qualifying Customer for transportation of natural gas by 
the Company from existing interconnects between the Company and upstream pipelines (herein 
called Receipt Point) to the Delivery Point@) on the Company’s system throughout i t s  
ceLtificated Arizona gas service territory under the following conditions: 

1 .I The Company has available capacity to render the requested senn‘ce without 
construction of any additional facilities, except as provided by Section 8 hereof. 

1.2 The Customer has demonstrated to the Company’s satisfaction the assurance of natural 
gas supplies and third-party transportation agreements with quantities and for a term 
compatible with the service being requested from the Company. 

1.3 The Customer and the Company have executed a Transportation Agreement, and the 
Customer i s  to be the End-User. 

1.4 The Customer’s gas to be transported i s  greater than 120,000 therms per year. A 
Customer receiving service from the Company at multiple locations may aggregate 
meters with annual consumption of no less than 50,000 therms to qualify for this 
service provided that all meter locations are served under a single entity. 

SERVICES AVAl LABLE 
This schedule shall apply to gas transported by the Company for Customer pursuant to the 
executed service agreement. 

2.1 

2.2 

The basic transportation service rendered under this schedule shall consist of: 

(a) The receipt by the Company for the account of the Customer of the Customer’s 
gas at the Receipt Point; 

The transportation of gas through the Company’s gas system for the account of 
the Customer; and 

The delivery of gas after transportation by the Company for the account of the 
Customer at the Delivery Point(s). 

(b) 

(c) 

Transportation: Service i s  firm and uninterrupted except for the following: 

(a) 

(b) 

curtailment in accordance with the Company’s curtailment priority procedures; 

when the Company determines it has insufficient capacity on i ts  system or from 
i t s  upstream pipeline; 



Exhibit JAC-1 

ISSUE DATE: 

EFFECTIVE DATE: 

FILED BY: Garv A. Smith, Vice President R General Manaqer 

DECISION NO: 

CITIZENS COMMUNICATIONS COMPANY 
ARIZONA GAS DIVISION CANCELLING: Sheet No. 

Original Sheet No. 

RESERVED FOR ACC TARIFF APPROVAL 

I .  

TRANSPORTATION OF CUSTOMER-SECURED NATURAL GAS 
RATE SCHEDULE T-1 

(Continued) 

(c) 

Any Customer served under this schedule that requests service under a sales schedule i s  
ineligible to return to transportation service for a period of not less than twelve (12) 
months. 

Customer’s gas supply to the Company i s  insufficient to meet i t s  requirement. 

2.3 - 

RATES 
3.1 A discount from the following rates may be offered at the sole discretion of the utility 

if such discount is  in the best interest of the Company and i t s  ratepayers. The 
maximum amount that the Customer shall pay the Company monthly will be the sum of 
the following charges: 

Basic Customer Charge: The Basic Customer Charge i s  $95.00 per meter per month. 

Volume Charge: An amount equal to the applicable unit transportation rate for each 
therm of Customer-secured gas metered and delivered to the Customer. The unit rates 
shall be as set forth in the currently effective Statement of Rates of this Arizona Gas 
Tariff. The volume charge will consist of the following: 

An amount equal to the applicable unit sales margin for each therm as set forth 
in the Customer’s otherwise applicable sales tariff for each meter. This 
volume charge will cover the Company’s Basic Cost of Service Rate as specified 
in the currently effective gas sales tariff but not including the Embedded Gas 
Cost specified therein. In no event will the minimum charge be less than that 
set forth in Item 4.1 below. 

An amount to reflect lost and unaccounted for gas as determined by the 
differential between the gas cost on a sales basis and gas cost on a purchase 
basis determined in the development of the currently effective Statement of 
Rates, Rate Rider No. RR-1 of this Arizona Gas Tariff. The Company at i t s  sole 
option may allow lost and unaccounted for gas to be paid in kind. 

Any applicable imbalance charges as specified in Section 7 of this schedule. 

Any charges from upstream pipeline transporters or suppliers which have been 
incurred by the Company in excess of those specified in section (c) above and 
are deemed by the Company to be applicable to the transportation service 
rendered for the Customer under these rate schedules. 

, , 
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3.2 The charges specified for this rate schedule are subject to adjustment for the 
applicable proportionate part of any taxes, assessments or governmental impositions, 
which are assessed and are not otherwise included in the Company’s margin rates. 

MINIMUM CHARGE 
4.1 The minimum charge will be the Basic Customer Charge plus $0.005 per therm. 

ADMINISTRATIVE PROCEDURES 
5.1 Processing Requests for Transportation Service. Requests for transportation hereunder 

shall be made by, and shall be deemed to be complete upon, the Customer providing 
the following information to the Company. 

Gas Quantities - The Maximum Daily Quantity applicable to the receipt point 
and the Maximum Daily Quantity applicable to each delivery point, and 
estimated total quantities to be received and transported monthly over the 
delivery period should be stated individually in therms for each receipt point. 

Delivery Point(s) - Point(s) of delivery by the Company to the Customer. 

Term of Service - 
(i) 
(ii) 
(iii) 

Date of service requested to commence; 
Date service requested to terminate; if known, and 
Minimum term for transportation service shall be twelve (12) months. 

Performance - A statement from the Customer certifying that the Customer has 
or will have title to the gas to be delivered to the Company for transportation 
and has entered into or will enter into those arrangements necessary to assure 
all upstream transportation will be in place prior to the commencement of 
service under a Transportation Agreement. The Customer’s Agent, i f  any, must 
be named. 

Upon receipt of all of the information specified above, the Company shall prepare and 
tender to the Customer for execution a Transportation Agreement. If the customer 
fails to execute the Transportation Agreement within thirty (30) days of the date 
tendered, the Customer’s request shall be deemed null and void. 

I 
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OPERATING PROCEDURES 
Nominating and Scheduling of Gas Receipts and Deliveries. GlSB guidelines wil l be 
followed regarding nominating, confirming and scheduling gas receipts and deliveries as 
they may be revised by the FERC from time to  time. The Customer shall be responsible 
for contacting the upstream pipelines to arrange for the nominating and scheduling of 
receipts and deliveries hereunder, provided, however, that the Customer may 
designate one (1) other party to serve as his agent for such purpose. 

The Customer or Customer’s Agent shall be responsible for submitting nominations to 
the Company via facsimile or other Company-approved method no later than one (1 ) 
hour prior to the upstream pipeline’s nomination deadlines set forth in the upstream 
pipeline’s FERC approved tariff. The Company will confirm whether it has sufficient 
operational capacity to deliver all or a portion of the Customer’s gas. 

Operating Information and Estimates. Upon request of the Company, the Customer 
shall from time to time submit i t s  best estimates of the daily, monthly and annual 
volumes of gas to be transported, including peak day requirements, together with such 
other operating data as the Company may require in order to schedule i t s  operations. 

Quantities. All quantities referred to in Section 6 shall be provided as dekatherms 
(“Dth’s’’) (one million British Thermal Units). 

Deliverabilitv. The Company shall not be liable for i t s  failure to deliver gas when such 
failure i s  due to unavailability of gas supply or interruption of third party 
transportation services. 

Other Operatinq Procedures. The Company may require additional information or 
enforce other operating procedures as deemed necessary in the Company’s sole 
judgment, in order to coordinate gas volumes and the movement of gas through the 
upstream pipeline system to  the Company’s Arizona Gas Service Territory. These 
additional operating procedures may be enforced upon verbal notice to each Customer 
or the Customer’s Agent with twenty-four hour notice of implementation. 

Balancing. Balancing of thermally equivalent volumes of gas received and delivered 
shall be achieved as nearly as feasible on a daily basis, taking into account the 
Customer’s right, subject to prior Company approval, to vary receipts and deliveries 
across the Company Distribution System. Customer daily imbalances are defined as the 
difference between the Customer’s daily metered quantity and the sum of the 
Customer’s daily scheduled transportation quantity plus any Company-approved daily 
imbalance adjustment quantity. Customer monthly imbalances are defined as the 
difference between the Customer’s total monthly metered quantities and the 
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Customer’s total scheduled transportation quantity. Customers are provided a monthly 
operating window under which the Customer’s cumulative imbalances must be within 
plus or minus 5 percent (+/-5%) of the month’s total of daily scheduled transportation 
quantities, plus any Company-approved imbalance adjustment quantity, or 10,000 
therms, whichever i s  greater. Furthermore, Customers are provided a daily operating 
window under which the Customer’s daily delivery imbalance must be within plus or 
minus twenty-five percent (+/-25%) of the daily scheduled transportation quantity or 
1,370 therms, whichever i s  greater. Imbalances established in excess of the applicable 
monthly operating windows will be subject to imbalance charges as specified in Section 
7 of this schedule. If in the Company’s sole good faith judgment operating conditions 
permit, the Company will increase the daily operating window with such increase 
operable on a day-to-day basis. Any imbalance (plus or minus) carried forward shall be 
considered first through the meter during the next daily or monthly period, as 
applicable. 

- 

6.7 Adjustments. Periodically, volume adjustments may be made by the upstream 
pipelines or the Customer’s Agent. Therefore, actual daily volumes invoiced will be 
compared with daily nominated volumes. Should adjustments to  the nominated 
volumes become necessary, such adjustments will be applied to the nomination for the 
month in which the volumes were delivered to the Customer for the purposes of 
determining the applicability of the provisions of this rate schedule. 

6.8 Customer Default: The Company shall not be required to perform or continue service 
on behalf of any Customer that fails to comply with the terms contained in this 
schedule and the terms of the Customer’s Transportation Service Agreement with the 
Company. The Company shall have the right to waive any one or more specific defaults 
by any Customer under any provision of this schedule or the service agreement, 
provided, however, that no such waiver shall operate or be construed as a waiver of 
any other existing or future default or defaults, whether of a like or different 
character. 

6.9 Operational Curtailment. The Company reserves the right to  impose, at any time, any 
reasonable operating conditions upon the transportation of the Customer’s gas which 
the Company, in i t s  sole good faith judgment, deems necessary to maintain with safe 
and efficient operation of i t s  distribution system, or to make the operating terms and 
conditions of service hereunder compatible with those of i t s  upstream pipelines. Under 
such circumstances, the following conditions shall apply: 

(a) Any Customer that does not comply with a notice of operational curtailment 
shall be subject to, in addition to any otherwise applicable charges, a penalty 
of $10.00 per Dth for all unauthorized quantities during the curtailment period. 
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(b) The Company shall endeavor to provide notice of such operational curtailment 
48 hours prior to the commencement of the delivery of gas. 

Notwithstanding condition (b), the Company may impose an operational 
curtailment on the current gas day. In the event an operational curtailment i s  
imposed on the current gas day, a minimum one-hour grace period will be 
allowed before penalties begin to apply. 

IMBALANCE CHARGE - PAYMENT FOR EXCESS IMBALANCE QUANTITIES 
7.1 Customers will be assessed imbalance charges if an imbalance exists in excess of the 

applicable monthly operating windows set forth in Section 6.6 hereof. The portion of 
any imbalance quantity established by a Customer in excess of the applicable monthly 
operating window i s  defined as an excess imbalance quantity. In addition to the 
charges payable under this schedule and the Customer’s otherwise applicable sales 
schedule, any month excess quantity shall be billed as follows: 

(a) Positive Excess Imbalance 

When the Customer’s scheduled transportation quantity exceeds the 
Customer’s metered quantity by more than the applicable monthly operating 
window, the excess imbalance shall be retained by the Company and the excess 
imbalance eliminated after the Customer’s bill i s  credited at the lower of the 
following two gas costs for each therm retained: 

(i) Fifty percent (50%) of the Gas Cost component of the Base Tariff Rate 
contained in the Customer’s otherwise applicable sales schedule as 
stated in the Statement of Rates, adjusted for the PGA; or 
The lowest incremental cost of gas, including all upstream interstate 
transportation charges, purchased by the Company during the same 
month. 

(ii) 

(b) Negative Excess Imbalance 

When the sum of the Customer’s scheduled transportation quantity i s  less than 
metered quantity by more than the applicable monthly operating window, the 
excess imbalance shall be eliminated after the Customer i s  billed the higher of 
the following two gas costs for each therm of the excess imbalance in addition 
to the customer’s applicable transportation volume charge: 
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(i) One hundred-fifty percent (1 50%) of the Gas Cost component of the 
Base Tariff Rate contained in the Customer’s otherwise applicable sales 
schedule as stated in the Statement of Rates, adjusted for the PGA; or 
The highest incremental cost of gas, including all upstream interstate 
transportation charges, purchased by the Company during the same 
month. 

(ii) 

7.2 Notwithstanding the provisions outlined in Section 7.1 above, should the Customer 
cease to utilize transportation service under this rate schedule, the Company may 
allow, in i t s  sole good faith judgment, any remaining imbalance to be cleared as 
follows: 

(a) When receipt by the Company exceeds delivery to the Customer, the Company 
shall credit the Customer for the excess quantity at a price equal to the lowest 
delivered system supply price paid by the Company during the prior month for 
gas delivered to the Company within i t s  Arizona Gas Service Area. 

When delivery to the Customer exceeds receipt by the Company, the Customer 
shall pay for the excess quantity at the otherwise applicable gas sales tariff 
rate. 

7.3 Under no circumstances shall Section 7.1 above be considered as giving the Customer 
any right to  take excess quantity gas, other than as provided by Section 6.3 hereof, nor 
shall Section 7.1 or payment thereunder be considered as a substitute for any other 
remedy available to the Company against the offending Customer for failure to respect 
i t s  obligation to stay within i t s  authorized quantities. 

FACILITY ADDITIONS 
8.1 Any facilities which must be installed by the Company to serve the Customer will be 

constructed in accordance with the Rulks of Service as  approved from time to time by 
the Arizona Corporation Commission. Telemetering facilities on each meter will be 
installed at Customer’s expense. Customers requiring telemetering facilities shall 
provide, at the Customer’s expense, a dedicated telephone line for the Company’s use 
in communicating with the telemetering facilities and will pay all and any costs 
associated with that phone line. Further, any existing special surcharges or minimum 
bill provisions designed to recover the cost of facilities for any Customer shall remain in 
effect and may serve to increase maximum allowable transportation rate levels 
pursuant to this tariff schedule. 
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THIRD PARTY CHARGES 
9.1 

- 
The Customer shall reimburse the Company for any charges rendered or billed to the 
Company by i t s  upstream pipelines and by any other upstream transporter and gas 
gatherers, either before or after termination of the Transportation Agreement, which 
the Company, in  i t s  sole good faith judgment, determines have been incurred because 
of the transportation of Customer’s gas hereunder and should, therefore, appropriately 
be borne by the Customer. Such charges, whether levied in dollars or gas, may 
include, but shall not be limited to, standby charges or reservation fees, prepayments, 
applicable taxes, applicable fuel reimbursement, shrinkage, lost and unaccounted for 
volumes, G.R.I. surcharges, penalty charges, and filing fees. 

The Customer will reimburse the Company for all such charges incurred by the 
Company as rendered, irrespective of the actual quantities of natural gas delivered to 
the Customer. 

CONDITIONS FOR CONVERTING TO T-I SERVICE 
Any qualified Customer converting from gas sales service to service under this rate schedule i s  
subject to the following conditions and requirements: 

10.1 T-I  service will commence at the beginning of the first calendar month following the 
end of five (5) days after receipt of the customer service change request. 

10.2 Customer will be billed or credited the Customer’s pro rata share of the balance in the 
Company’s Purchase Gas Adjustment (“PGA”) bank accumulated while served under the 
Company’s sales tariffs, calculated as follows: 

(a) Starting from the later of the month of initiation of gas sales service by the 
Customer, or the date of initiation of the current PGA bank, through the 
Customer’s last month of sales service, the Customer’s actual therm usage wil l 
be multiplied, on a month-by-month basis, by the difference between the 
Company’s actual commodity cost per therm and the Gas Cost component of 
the Base Tariff Sales Service Rate adjusted for any PGA and PGA Surcharge that 
may be in effect from time-to-time; 

(b) The sum of these monthly calculated values equals the Customer’s charge or 
credit due for conversion to service under this rate schedule; 

(c) Customer charge or credit will be paid in twelve (12) equal monthly payments, 
including interest equal to the carrying charge rate applicable to the PGA bank 
at the time of conversion to service under this rate schedule. 

I I 
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10.3 If a Customer converts back to a rate schedule for gas sales service which the PGA cost 
surcharge existing at the time of the switch to T-1 service i s  s t i l l  in effect, such 
Surcharge will not be applicable to the Customer’s billed usage for the period it 
remains in effect. However, any future Gas Cost Surcharge that may be put into effect 
will be applicable to the Customer’s billed usage. 

. 

CONDITIONS 
11 .I Subject in all respects to a l l  applicable laws, and to the rules and regulations of the 

Arizona Corporation Commission from time to time in effect. 

11.2 Transportation of Customer owned natural gas hereunder shall be limited to natural gas 
of equal or higher quality than natural gas currently available from the Company’s 
supplier(s). All gas delivered by the Company to the Customer shall be deemed to be 
the same quality as that gas received by the Company for transportation. 

11.3 With respect to the Company’s capacity to deliver gas at any particular time, the 
curtailment priority of any Customer served under this schedule shail be the same as 
the curtailment priority established for other Customers served pursuant to the 
Company’s rate schedule, which would otherwise be applicable to such Customer. 
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ORDER ON CAPACITY ALLOCATION 
AND COMPLAINTS 

This order resolves issues in four non-consolidated proceedings, all of which 
concern capacity allocation on El Paso Natural Gas Company's (El Paso) system. As 
discussed below, the Commission finds pursuant to section 5 of the Natural Gas Act 
(NGA), that the application of El Paso's current capacity allocation methodology is unjust 
and unreasonable and adversely affects the public interest because parties with firm 
transportation contracts are not receiving the firm service for which they are paying. 
Therefore, this order directs El Paso to modify its capacity allocation methodology to 
assure greater predictability for firm shippers. 

This order directs that full requirements (FR) contract shippers on El Paso will be 
converted to service under contract demand (CD) contracts, effective November 1,2002. 
The order provides the parties with a short period of time to reach an agreement as to the 
FR customers' entitlements under their new CD contracts. If the parties do not agree as to 
the appropriate CD entitlements, the Commission will determine the appropriate CD 
levels. Small shippers will be permitted to retain full requirements service under El 
Paso's Rate Schedule FT-2 as long as their requirements remain less than 10,000 Dth/d. 
Additionally, as explained below, the Commission will require an assignment of primary 
receipt rights to shippers, and allow El Paso to increase the number of pooling points on 
its system fiom 6 to 8. The Commission also directs El Paso to revise its tariff to 
establish flexible deliveryheceipt points at the California border. With respect to 
allocable capacity, the Commission will conditionally require El Paso to accept turnbacks 
of existing CD entitlements and expects El Paso to follow through in its offer to seek 
authorization and place into service its Line 2000 PowerUp Project. This order also 
directs El Paso to pay demand charge credits if it is unable to schedule firm service for 
reasons other than force majeure. 

Together, these capacity allocation measures appropriately balance the interests of 
all the parties to this proceeding and are in the public interest because they will resolve 
the current uncertainty on El Paso's system and assure that firm shippers receive the firm 
service to which they are entitled, consistent with Part 284 of the Commission's 
regulations' and section 5 of the Natural Gas Act (NGA). In addition, the capacity 
allocations will establish the proper market incentives for expansion of the infrastructure. 

I. Background 

e '18 C.F.R. Part 284 (2001). 
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El Paso operates a gas pipeline system that can deliver gas from three production 
basins, i.e., San Juan, Permian, and Anadarko, to various delivery points on its system. In 
recent years, gas supplies from the San Juan Basin have been less expensive than gas 
from the Permian and Anadarko Basins, making the San Juan Basin the preferred 
production area of El Pasols customers? While the Commission has held that where it is 
operationally feasible, a pipeline should assign customers specific capacity rights at 
receipt and delivery points; El Paso does not do so. Instead, in most instances, El Paso's 
contracts for firm transportation service provide for system-wide access to receipt and 
delivery points, and customers have no specified rights to pipeline capacity. If shippers' 
nominations exceed the physical capacity of a specific receipt point, El Pasols tariff 
provides for pro-rata allocation based on the nominated amount. 

The issue of system-wide delivery points was addressed by the Commission in 
Amoco Energy Trading Co. v. El Paso Natural Gas Co. (T~pock) .~  In Topock, the 
Commission found that El Paso's pro rata allocation of capacity at Topock and other 
delivery points was unjust and unreasonable because fm shippers were not receiving 
reliable firm service. The Commission ordered El Paso to assign specific delivery point 
rights. The Commission further ordered El Paso to file a proposal to allocate receipt point 
capacity. 

El Paso has historically served its firm customers under two types of contracts: CD 
and FR contracts. CD contracts provide specific delivery rights up to a specified quantity 
limitations at delivery points designated in the contract. FR contracts provide that El 
Paso must deliver and the customer must take fiom El Paso, the customer's full natural 
gas requirements each day. In 1990, El Paso implemented contract conversions fiom 
bundled sales service to transportation service through a Global Settlement with its 
 customer^.^ The Global Settlement specifically provided for the continuation of FR 

* 

2For example, the "Monthly Index" in the "Monthly Contract Index" reported for 
El Paso in the January 2002 Gas Daily Price Guide is $2.56/MMBTU for the Permian 
Basin and $2.48/MMBtu for the San Juan Basin. The bid week low-high is reported as 
$2.42-75 in the Permian Basin and $2.30-63 in the San Juan Basin. 

3Transcontinental Gas Pipe Line Co., 76 FERC 7 6 1,02 1 at 6 1,063 (1 996). 

493 FERC fi 61,060 (2000), order on clarification, 93 FERC 7 61,222 (2000), order 
on reh'g, 94 FERC 7 61,225 (2001). 

'54 FERC 7 61,316, reh'g, 56 FERC 7 62,290 (1991). 

t 
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service.6 The CD contracts are held mainly by customers that serve the California 
markets. The FR contracts are held mainly by customers east of California (EOC). Full 
requirements customers are not limited to a specific contract demand quantity. Like the 
CD contracts, FR contracts have system-wide primary receipt point rights. This means 
that shippers are fiee to nominate fiom any basin or pool to satisfy their needs. Under the 
General Terms and Conditions of El Paso's tariff; if El Paso has insufficient capacity to 
serve all transportation requests at a nominated receipt pool, the firm shippers are subject 
to pro-rata cuts based upon available capacity. 

On March 15, 1996, El Paso filed another settlement (1996 Settlement) that set the 
current rates, and terms and conditions of service that apply on its system for a ten-year 
period, i.e., until January 1,2006. The 1996 Settlement also imposes a ten-year 
moratorium, under which El Paso cannot file for a general rate change and the parties 
may not file a section 5 complaint challenging the Settlement rates. The Commission 
approved the 1996 Settlement.* At the time the 1996 Settlement was filed, there was 
substantial excess capacity on El Paso's system, as the California LDC customers turned 
back capacity rights in accordance with their contracts. This capacity turn-back 
threatened to increase the rates of the remaining El Paso  customer^.^ The 1996 
Settlement resolved the capacity turnback problem through an agreed-upon sharing of the 
risk of unsubscribed or undersubscribed capacity. 

Under the terms of the 1996 Settlement, the CD customers pay a reservation 
charge pursuant to Rate Schedule FT-1 based on their contract entitlements. The Rate 
Schedule FT-1 FR customers pay reservation fees based on their billing determinants as 
established in the 1996 Settlement." The reservation fees have remained unchanged 
while many of the FR shippers' demands have grown; the result is that the FR shippers 

Section 3.6 of the Settlement provides in part: It is further stipulated and agreed 
that El Paso's east-of-California customers may convert their existing firm sales 
entitlements to either firm full requirements or firm contract demand service ... or a 
combination of both. 

7GT&C, Section 4.2. 

'79 FERC 7 61,028, reh'g denied, 80 FERC 7 61,084 (1997). 

'See 89 FERC 7 61,164 at 61,489 (1999). 

"Additionally, under Rate Schedule FT-2, El Paso serves various small EOC 
customers on a volumetric rate basis. Unless otherwise noted, reference to FR shippers in 
this order will refer to Rate Schedule FT-1 FR shippers. 
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pay only a small usage charge for their incremental takes above the Settlement billing 
determinants. 

Circumstances on El Paso's system have changed dramatically since 1996, when 
excess capacity and capacity turn-back were problems on the system. The turned-back 
capacity has been resold, and the FR shippers' load has grown. There is now insufficient 
capacity to meet the demands of all firm shippers. As explained above, gas from the San 
Juan Basin is preferred by 'El Paso's shippers because it is less expensive than gas from 
the Permian or Anadarko Basins. The preference for the San Juan Basin gas, together 
with the growth in demand from the FR shippers and the lack of incentives to expand the 
infrastructure have caused all firm shippers to experience frequent pro-rata nomination 
reductions. Many FR shippers have, nevertheless, received service in quantities that 
exceed their 1996 Settlement billing determinant levels. This has resulted in tension 
between the FR and CD customers which underlies each of the proceedings addressed in 
this order. 

11. Procedural History 

The four proceedings addressed in this order grow out of the increasing 
unreliability of firm service on El Paso. The first of the three complaints addressed in this 
order was filed by KN Marketing on December 16, 1999, alleging that El Paso's 
allocation of firm mainline capacity on the east end of its system, i.e. the San Juan Basin 
to Texas, is unjust and unreasonable because El Paso sells firm capacity in excess of the 
available capacity. In its order in Amoco Enernv Trading Company v. El Paso Natural 
Gas Co. (Topock)," the Commission held the issues raised by the KN complaint in 
abeyance pending examination of system-wide capacity allocation issues in El Paso's 
Order No. 637 proceeding. The Commission directed El Paso to file a systemwide 
capacity allocation proposal in its Order No. 637 proceeding, and provided for parties to 
submit comments on El Paso's proposal. On March 28,200 1, El Paso filed its system- 
wide capacity allocation proposal in the Order No. 637 proceeding (&, Docket No. 
WOO-336-002). El Paso proposes to allocate capacity to the FR shippers based on their 
1996 Settlement billing determinants. Commenters on El Paso's proposal recommended 
alternative methods for allocating capacity, including a proposal by Salt River Project to 
use FR shippers' historical non-coincidental peak demands. 

After El Paso made its capacity allocation filing, two additional complaints were 
filed, one by a group of El Paso's CD shippers and one by a group of El Paso's FR 

"93 FERC T[ 61,060 (2000), order on clarification, 93 FERC T[ 61,222 (2000), 
order on reh'g, 94 FERC 7 6 1,225 (2001). 



12Joint Complainants are Aera Energy LLC (Aera), Amoco Production Company 
(Amoco), BP Energy Company (BP), Burlington Resources Oil & Gas Company LP 
(Burlington), Conoco, Inc (Conoco), Coral Energy Resources LP (Coral Energy), 
ONEOK Energy Marketing & Trading Company, L.P. (Oneok), Pacific Gas and Electric 
Company (PG&E), Panda Gila River L.P. (Panda Gila), the Public Utilities Commission 
of the State of California (CPUC), Southern California Edison Company (SoCalEdison), 
and Texaco Natural Gas Inc. (Texaco). 
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shippers, concerning capacity allocation issues. On July 13,2001, a group of El Paso's 
California CD customers filed a complaint in Joint Complainants12 v. El Paso, Docket 
No. RPO1-484-000, alleging that El Paso had oversold its firm capacity and that this, 
combined with the growth of the demand of the FR customers, has resulted in unjust and 
unreasonable services on the El Paso system. On July 17,2001, a group of E1 Paso's FR 
customers filed a complaint in Texas, New Mexico, and Arizona Shippers13 v. El Paso, 
Docket No. RPO1-486-000, alleging that El Paso violated the NGA by failing to maintain 
its facilities in a manner that will allow it to provide firm service up to certificated levels. 

Details of El Paso's proposal and the alternative capacity allocation proposals 
before the Commission are set forth in Appendix A. The timely motions to intervene in 
the four proceedings are granted pursuant to Rule 214 of the Commission's Rules of 
Practice and Procedure. 18 C.F.R. 9 385.214 (2001). 

111. Discussion 

All of the captioned proceedings involve the issue of whether El Paso's application 
of the capacity allocation mechanism in section 4.2 of its General Terms and Conditions 
(GT&C) is just and reasonable. Underlying issues are the extent to which unrestricted 
growth under the FR contracts has produced unjust and unreasonable results vis-a-vis El 
Paso's other firm services,14 whether FR contracts should be converted to CD contracts 

13These shippers are Apache Nitrogen Products, Inc. (Apache), Arizona Electric 
Power Cooperative, Inc. (AEP), Arizona Gas Division of Citizens Communication 
Company (Citizens Communication), BHP Cooper, Inc. (BHP), El Paso Electric 
Company (El Paso Electric), El Paso Municipal Customer Group (EPMCG), Phelps 
Dodge Corporation (Phelps Dodge), New Mexico PSC, Salt River Project (Salt River), 
and Southern Union Gas Company (Southern Union). 

14El Paso's design day delivery capacity is approximately 5,400,000 Dth/d. CD 
entitlements total 4,3 16,000 DtWd. Current CD entitlements and FR demands exceed the 
capacity of the El Paso system. At the time of the 1996 Settlement, FR billing 

(continued.. .) 
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and, if so, at what CD entitlement levels. In addition, the parties have raised issues 
concerning whether El Paso is obligated to expand its system to meet the needs of its firm 
shippers and whether El Paso should be required to provide demand charge credits to firm 
shippers that pay demand charges for volumes El Paso is unable to transport. The 
Commission will address these issues below, and then will apply its conclusions on each 
issue to the individual proceedings. 

For the reasons discussed below, the Commission concludes that as a result of a 
lack of specified receipt point entitlements in El Paso's tariff, the frequent pro rata 
allocation of firm capacity on El Paso's systern,l5 and the lack of proper price signals for 
the expansion of the infrastructure, El Paso's current capacity allocations are no longer 
just and reasonable nor in the public interest. Therefore, the Commission must act under 
section 5 of the NGA to establish just and reasonable firm service entitlements that are in 
the public interest. The Commission finds that the rapid and unrestricted growth in 
demand under the FR contracts has contributed to the current allocation problems on the 
system, and that continued unlimited growth in demand under these FR contracts is not 
just and reasonable and is not in the public interest. Therefore, the Commission finds that 
the Rate Schedule FT-1 FR contracts should be converted to CD contracts, effective 
November 1,2002. Rate Schedule FT-2 service should be capped at a demand level of 
10,000 Dth/d. All firm ship ers must be assigned specific receipt and delivery point 
rights under their contracts! Conversion of FR Contracts to CD contracts, coupled with 
the assignment of specific point rights, will restore certainty to firm service, assure that 

14( ... continued) 
determinants were 788,039 DWd. The FR coincident peak demand for December 12, 
2001 was 1,122,000 DWd. The FR non-coincident peak demand for 1995 was 1,092,18 1 
Dth/d while in 200 1, the total FR non-coincident peak demand was 2,167,107 DWd. In 
addition, while demands on El Paso's system historically peaked during the winter heating 
season months, El Paso's customers have increased their nominations during historical 
non-peak periods, primarily to serve electric generation demands. 

"The pro rata allocations of capacity made by El Paso based on the customers' 
nominations result in cuts to the amounts nominated by the customers and the failure to 
schedule service for the full nominated volumes. In the case of the CD customers, 
demand charges have already been paid for this capacity, and the customers therefore do 
not receive the service they are paying for. 

I6As noted above, in Topock the Commission required El Paso to establish specific 
delivery point rights under CD service. 93 FERC fl 61,222, reh'g, 94 FERC 7 61,225 
(2001). 0 
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firm shippers receive the service they are paying for, and establish the proper price 
signals for expansion of capacity. 

The appropriate level of CD entitlements therefore must be determined for each 
FR shipper. The Commission discussed several methods of establishing CD entitlements 
for the FR shippers at its March 13,2002 meeting, and directed that a public conference 
be held to discuss the various methodologies, including the use of system peak day 
demands. At the public conference held on April 16,2002 and in the written comments" 
filed on the proposal to use the system peak to establish CD levels, the FR shippers 
expressed concern that they be provided sufficient capacity to meet their summer and 
winter season demands. As explained more fully below, the Commission will afford the 
parties an opportunity to establish entitlements under the new CD contracts to reflect 
seasonal usage. After determining the appropriate CD entitlement for each customer, El 
Paso shall initiate a capacity rationalization process to make additional capacity available 
to the converting customers by providing an opportunity for shippers to turnback 
unwanted capacity and for converting shippers to request and purchase additional 
capacity. In this process, all shippers will have an opportunity to establish specific receipt 
point rights. If the parties are unable to reach an agreement on appropriate CD 
entitlements for the FR shippers, the Commission will determine the appropriate CD 
entitlement for the FR shippers. 

A. El Paso's Application of Capacity Allocation Procedures Is No Longer Just 
and Reasonable Nor in the Public Interest 

As is explained in more detail below, the Commission finds that El Paso's capacity 
allocation methodology, as it operates currently, is no longer just and reasonable because 
it results in regular reductions in firm service. As a consequence, CD shippers have 
sustained substantial harm. 

There is no disagreement among the parties that firm shippers on El Paso have 
been subject to, on a regular and continuing basis, pro rata allocations of their daily 
nominations of firm capacity. At the April 16,2002 public conference, El Paso admitted 
that it no longer had sufficient capacity to meet the demands of its customers." The CD 
customers assert that because of the service reductions that result from these allocations, 
they cannot use the firm capacity that they have under contract and pay for, and that they 

"The comments of the parties filed in connection with the April 16,2002 public 
conference are summarized in Appendix B. 

18Transcript of Public Conference, April 16,2002 (Tr.) at 13 and 18. 
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and the downstream markets they serve are financially harmed on a routine basis. In the 
complaint proceeding in Docket No. RPO 1-484-000, Joint Complainants submitted 
affidavits, as discussed in Appendix C, asserting that nomination scheduling cuts on El 
Paso have cost them millions of dollars in stranded demand costs." CD shippers filed 
updated affidavits after the April 16 Public Conference. BP Energy, for example, in an 
affidavit by Russell Williamson, states that its cycle four cuts2' were 40,063,202 MMBtu 
from January 1999 through December 3 1,200 1, resulting in stranded demand charges of 
$10,132,998. 

The CD shippers point out that if APS/Pinnacle is permitted to increase deliveries 
to the new Redhawk plant in the Fall of 2002, APS/Pinnacle demands would increase by 
over 600 percent over its billing determinants and cause further service reductions to CD 
shippers. Further, the EOC growth in demand is projected to continue. The Arizona 
Corporation Commission noted that new electric generation is under construction in 
Arizona to meet the extraordinary growth in Anzona's need for natural gas; nearly 4,000 
additional megawatts in electric generation capacity is scheduled to be completed within a 
year, and another 4,000 megawatts of generation capacity is approved or under 
construction for completion by the end of 2003.2' Most, if not all, of this new generation 
capacity is projected to be fueled with natural gas. 

The TNMA FR shippers agree that there are serious allocation problems on El 
Paso, and state that the system is in "full with daily reductions in fm service as 
standard operating procedure. El Paso does not dispute the assertion that significant pro 
rata allocations in firm service nominations are taking place on a routine basis. El Paso 
states that in making these pro rata allocations, it has acted consistently with its tariff, the 
Settlements and customers' contracts. El Paso agrees with Joint Complainants that if it is 

"Stranded demand costs refer to dollars spent by the CD customers in demand 
charges for capacity that El Paso does not make available to them due to pro rata 
allocations. 

20Cycle four is the last nomination cycle for the gas day. Cuts to cycle four 
nominations, therefore, are volumes that the shipper will not receive, for there are no 
subsequent opportunities that gas day to nominate at a different receipt point or from a 
different pipeline. 

21Tr. at 48. 

22Protest and Comments of Texas, New Mexico and Arizona Shippers, Docket No. 
RPO1-484-000 filed August 2,2001 at p. 9. 
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required in the future to serve unlimited demands of its FR customers, its current inability 
to provide firm service to those shippers paying for that firm service will be exacerbated. 

APS/Pinnacle assert that a solution that caps FR service is discriminatory in its 
treatment of one class of customers and is therefore unreasonable. The Commission 
disagrees that the solution is unreasonable. The Commission is convinced that fixther 
increases under full requirements contracts will further degrade the quality of CD service 
and cause corresponding, equivalent decreases in service to CD shippers. Increases in 
demand of the magnitude required for the APSPinnacle Redhawk Plant will significantly 
degrade CD service and result in further harm. The Commission wil€ not allow service to 
one group of firm customers to cause sustained financial harm to another group of fm 
customers. 

The Commission finds, based on the representations of all of the parties in this 
proceeding, that El Paso does not have sufficient firm capacity to meet growing demand 
for firm service on its system, and firm service has been curtailed through pro rata 
allocations of service nominations on a routine ba~is .2~  Capacity allocation procedures 
that result in regular cuts in firm service are not just and reasonable. Pro rata allocation is 
an appropriate way to deal with emergency circumstances, but it cannot be a regular part 
of the daily scheduling process. For El Paso's capacity allocation methodology to be just 
and reasonable, a firm shipper must be able to reliably schedule its fm contractual 
entitlements without service reductions except for force majeure.24 

As a consequence of demand growth and pro rata allocations on El Paso, the firm 
CD shippers have been unable to use the full amounts of their firm contract entitlements. 
Effectively, these customers pay demand charges for capacity they are unable to use. 
Section 284.7 of the Commission's regulations provides that firm service is service that is 
not subject to a prior claim by another cust0mer.2~ It is inconsistent with this regulation 
for firm shippers to be charged for firm service and have service reduced through pro rata 
allocations on a non-emergency basis so that the pipeline can provide service to another 
shipper. A shipper contracting for firm service, as compared to interruptible, pays the 
pipeline a charge to reserve capacity on the pipeline in addition to the volumetric charge 
for actually transporting the gas. If the reservation portion of the firm transportation rate 

23See El Paso Data Response, filed August 23,2001. Response No. 4 shows that 
El Paso made in excess of 10,000 pro rata allocations of service nominations between 
August 2000 and July 2001. 

24Topo~k, 93 FERC 7 61,060 at 61,161. 

2518 C.F.R. $284.7 (2001). 
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does not in fact reserve capacity on the pipeline, that charge must be unjust and 
unreasonable because the shipper is paying for a service that it cannot receive. 

In their post-technical conference comments in Docket No. WOO-336-002, 
APS/Pinnacle states that it is improper to apply the principles governing firm service on 
other pipelines to the El Paso system. APSPinnacle states that the mere existence of the 
pro rata allocation methodology for allocating available capacity among firm shippers on 
the El Paso system means that firm capacity is not analogous to firm capacity on other 
pipelines. Contrary to the suggestion of APS/Pinnacle, the Commission's regulations that 
define firm service apply to fm service on all pipelines. Firm service has the same 
attributes and must meet the same requirements on all pipelines. The Commission has not 
approved a different type of firm service on El Paso that is less firm or less reliable than 
firm service on other pipelines. 

Moreover, service nomination strategies exacerbate the need for nomination 
allocations. El Paso's tariff provides for system-wide primary point access to receipt 
points, and pro rata allocations if nominations exceed capacity. CD customers cannot 
nominate quantities above their CD levels, but the FR shippers can and must nominate 
their full gas requirements, and thus do not have a specific volumetric limit on the 
quantities they can nominate. The FR shippers' nominations are limited only by the 
capacity of their delivery points. Non-specific primary receipt point rights and the pro 
rata allocation methodology were not issues at the time of the 1996 Settlement because 
there was excess capacity on El Paso at that time. 

e 
In the Topock proceeding, the Commission determined that El Paso's practice of 

prorationing primary firm capacity at the Topock delivery point and other delivery points 
was unjust and unreasonable because firm shippers were not receiving reliable firm 
service. The same reasoning is applicable here, and the Commission concludes that 
unspecified primary point access to receipt points and El Paso's pro rata allocation 
methodology is unjust and unreasonable because firm shippers are not receiving firm 
service, contrary to section 284.7 of the Commission's regulations. The Commission will, 
therefore, again exercise its authority under section 5 of the NGA and direct El Paso to 
implement a plan to establish specific primary point rights at receipt points. 

B. Full Requirements Contracts on El Paso Are No Longer Just and Reasonable 
Nor in the Public Interest 

v 

While, as discussed above, there is no disagreement among the parties that El Paso 
has insufficient capacity to meet the needs of its firm shippers and that cuts in firm 
service occur on its system, the parties disagree as to the cause of the problems and the 
appropriate solution. The CD customers and El Paso attribute the routine pro rata cuts, at 
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least in to growth in FR demand and assert that some limit must be placed on the 
growth in demand permitted under those contracts. El Paso maintains that it is not 
obligated to build pipeline capacity to meet growing demands. The FR shippers, on the 
other hand, argue that the CD shippers have not shown that the increase in FR demand 
has caused the pro rata allocations, that they are legally entitled to transport their daily 
requirements and that the solution to the problems on El Paso is to require El Paso to 
expand its system, not to limit the demand under FR contracts. 

Using the customers' data posted on El Paso's website regarding demands on its 
system, Joint Complainants calculate that EOC FR load on El Paso has increased by 
approximately 50 percent fiom 1995 to January 2001. These data indicate that for the 
first years after the Settlement, demand under the FR contracts was relatively small and 
steady. Joint Complainants assert that in 1995, the peak FR demand was 1033 MMcffd; 
in 1996 it was 1135 MMcf/d; and in 1998 it was 1127 MMcf7d. Subsequently, the 
demands have increased significantly. In 1999 FR demand was 1300 MMcffd, in 2000 it 
was 1400 MMcffd, and in January 2001 it was 1500 MMcffd. The TNMA Shippers 
acknowledge that their demand has grown by approximately 9.5 percent per year since 
the test peri~d.~'  Again, there is no disagreement among the parties regarding the 
underlying facts, and that the volumes demanded under the FR contracts have grown 
significantly since the execution of the 1996 Settlement, approximately 50 to 70 percent. 
El Paso's August 16,200 1 data response projects that demand under the FR contracts will 
grow to over 2 Bcf in 2002.28 In fact, FR shippers have now projected that their need in 
aggregate will total 3 Bcf over the next few years. 

26The CD customers also allege that the problem has been caused in part by El 
Paso overselling its system. 

27They state that in the 1994-1 995 test period, the aggregate FR non-coincident 
peaks were 969,961 Dth. They state that multiplying that number by 9.5 percent over six 
years equals 1,672,011 Dth, which is approximately equal to the 2000 aggregate FR of 
1,664,294 Dth. This calculates to a growth in demand of 72 percent for the period 1994- 
1995 to 2000. 

28The data response includes studies containing FR shippers' projected demand 
through December 2006. Study 4A shows that FR shippers project peak demands in 
excess of 2.8 Bcf. Joint Complainants state that additional planned electric generation 
projects in the Southwest, if constructed, will require an additional 2200-2900 Mmcffd of 
capacity by 2004. Joint Complainants, pp. 19-20 and Exhibit E. 
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The FR shippers29 argue, however, that the Joint Complainants have failed to show 
that the increase in FR demand is the cause of the reduction in service due to the pro rata 
allocations to firm service. APSRinnacle states that the complaint is void of any 
quantitative analysis of new capacity commitments entered into by El Paso since 1995 
that could contribute to the problem. 

The Commission does not suggest that there is a single cause of the capacity crisis 
on El Paso. As APSRinnacle suggests, El Paso has continued to remarket firm service 
capacity as contracts expire irrespective of current capacity availability on its system, and 
the impacts its actions may have on all other ~hippers.~' Nonetheless, while the growth in 
FR demand may not be the only cause of the service degradation problem, it is the most 
significant part of the problem and any solution must tie future growth in FR customers' 
demands to appropriate allocations of costs related to those demands as well as to 
capacity expansions, so that this growth does not negatively impact service rights of other 
firm shippers. Plans for new gas-fired power plants indicate that future FR growth would 
be substantial, fwther exacerbating the situation. For example, APS ' s  proposed Redhawk 
generation facility, projected to be in service in Fall 2002, seeks to obtain 410,000 McEld 
under APS's FR contract, increasing APS's FR usage by over 600% from its billing 
determinant of 66,000 McEld?' FR growth would greatly increase if this capacity were 
supplied under the FR contracts and the increased demand would cause additional cuts in 
firm CD service. In addition, these increases take place without any added revenue 
responsibility and provide no incentive for El Paso to build additional facilities. 

The Commission finds that where capacity is constrained on a pipeline, permitting 
increased demand growth under FR contracts will necessarily further degrade firm service 
and result in additional pro rata cuts to firm nominations. This is inconsistent with the 
concept of firm service and with the Commission's regulations?2 Therefore, the 
Commission finds that it is necessary to convert the FR contracts to CD contracts to 
remedy the unjust and unreasonable impact unrestricted demand growth has on all firm 

"E.p,, TNMA, APS/Pinnacle, and Southwest. 

301n Docket No. W97-287-057, El Paso Natural Gas Co., 99 FERC 1 61,140 
(issued May 1 , 2002), the Commission expressed concern that El Paso had not 
demonstrated that it has the capacity to serve PPL EnergyPlus, LLC (PPL) on a firm 
service basis and suspended the effectiveness of its firm service agreement with PPL for 
five months. 

31Joint Complainants, p. 19. 

3218 C.F.R 0 284.7. 
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shippers on the El Paso system. Continued unlimited growth of the FR contracts, without 
factoring rate and service consequences, is not in the public interest because it will 
continue to degrade firm service reliability. 

In addition, the rates paid by the FR shippers do not ration and provide 
unfair competitive advantages for new power plants that are served under existing FR 
contracts. Converting FR contracts to CD contracts will bring El Paso's operations more 
closely into compliance with the uniform business practices adopted b the North 
American Energy Standards Board (formerly GISB), Order Nos. 636 and 637,35 and 
thus bring additional benefits to all of El Paso's customers. Further, because FR 
customers will have to bid for additional capacity, El Paso will have the economic 
incentive to build necessary capacity to serve growing demand. 

37 

The full requirements customers state that they must rely on the FR contracts 
because they are captive customers, yet FR contracts serve to keep them captive. The FR 
customers state that there has been significant growth in the population and economy of 
the region they serve. In a competitive market, there would be incentives for both El 
Paso and other pipelines to enter that market to supply and compete for the growth in 
business. However, the FR contracts remove that incentive since no new entrant to the 
market can compete with El Paso for customers that will have all their growth served 

33 18 C.F.R. 5 284.1 O(b)( 1) (2001). 

34Pipeline Service Obligations and Revisions to Regulations Governing Self- 
Implementing Transportation and Regulations of Natural Gas Pipelines After Partial 
Wellhead Decontrol, 57 Fed. Reg. 13,267 (April 16, 1992), FERC Stats. & Regs 
Preambles January 1991 - June 1996 130,939 (April 8, 1992), order on reh'q, Order No. 
636-A, 57 Fed. Reg. 36,128 (August 12, 1992), FERC Stats.& Regs. Preambles, January 
1991 - June 1996 7 30,950 (August 3,1992), order on reh'q, Order No. 636-By 57 FED. 
REG. 57,9 1 1 (December 8, 1992), 6 1 FERC 1 6 1,272 (1 992), notice of denial of 
rehearing (January 8, 1993), 62 FERC 1 61,007 (1993), aff'd in part and vacated and 
remanded in part, UDC v. FERC, 88 F.3d 1105 (D.C. Cir. 1996), order on remand, Order 
No. 636-C, 78 FERC 5 61,186 (1997), order on reh'q, OrderNo. 636-D, 83 FERC 
1 61,210 (1998). 

35Regulation of Short-Term Natural Gas Transportation Services and Regulation of 
Interstate Natural Gas Transportation Services, FERC Stats. & Regs. Regulations 
Preambles (July 1996-December 2000) 7 3 1,091 (Feb. 9,2000); order on rehearing, Order 
No. 637-A, FERC Stats. & Regs, Regulations Preambles (July 1996-December 2000) 
1 3  1,099 (May 19,2000), affd in part and rev'd and remanded in part, INGAA v. FERC, 
285 F.3d 18 (D.C.Cir. 2002). 
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under their existing contracts. And, because FR customers are not subject to increased 
reservation charges with increases in demand, there is no economic incentive for El Paso 
to add needed capacity at Rate Schedule FT-1 commodity rates?6 We find that the 
current FR contracts are a disincentive to pipeline-to-pipeline competition and provide no 
incentive for El Paso to provide for necessary expansion?' Once the FR contracts have 
been converted to CD contracts, FR customers will be able contractually to purchase 
transportation from pipelines other than El Paso. This will provide proper incentives and 
price signals for other pipelines to compete with El Paso and for El Paso to construct 
additional capacity to serve these needs. 

The Commission's decision here is not premised on whether the level of growth 
in the FR demand was foreseeable at the time of the execution of the Settlement. The CD 
customers argue that full requirements contracts do not permit unlimited growth in 
demand, and do not permit growth that is unreasonably disproportionate to the 
expectation of the parties. SoCalGas cites caselaw decided under the Uniform 
Commercial Code (UCC) holding that a demand that is 60 percent in excess of an 
estimate is excessive:' and argues that therefore a several hundred fold increase in 
demand, such as sought by APSPinnacle, is an unacceptable modification of the FR 
contract. Similarly, in its comments filed at the April 16,2002 public conference, 
Indicated Shippers argue that there are legal limits on the growth that can occur under full 
requirements contracts and that full requirements contracts should not be interpreted to 
permit unlimited 

db 

36As discussed below, we conclude that the language of the Settlements does not 
place an unqualified obligation on El Paso to build additional facilities to serve FR 
growth, and conditions any such obligation on the economic feasibility of the 
construction. There appears to be no economic incentive for El Paso to construct facilities 
to serve customers that will pay only a commodity charge for use of the new facilities. 

371t is true that El Paso has added the Line 2000 Project without any incremental 
surcharges. Line 2000 is the first phase of the conversion of the All American Pipeline to 
a natural gas pipeline, which will be integrated into the El Paso system in at least three 
separate stages. 

38SoCalGas cites Shea-Kaiser-Lockheed-Healy v. Department of Water and Power 
(1977) 73 Cal.App.3d 679, 140 CalRptr. 884. 

391ndicted Shippers cite, inter alia, Granite City Steel Co. v. FPC, 320 F.2d 71 1 
(D.C.Cir. 1963). 
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The FR shippers:' on the other hand, argue that UCC case law is not applicable to 
these contracts. In any event, they argue, the type of growth that has occurred since the 
1996 Settlement is consistent with the growth in the economy of the Southwest and was 
foreseeable at the time of the Settlement!' TNMA Shippers assert that the Commission 
has never placed quantitative limits on FR service and has repeatedly held that FR 
contracts entitle customers to take their full requirements daily. 

The Commission recognizes that the courts have placed implied limitations on full 
requirements contracts. As the parties point out, these limitations are often related to 
foreseeability and the expectations of the parties. While the Commission is not 
suggesting that increases in demand under the FR contracts from new plants such as 
APS/Pinnacle's proposed Redhawk plant42 were or should have been foreseeable at the 
time of the Settlement, even if they were, the Commission must consider the public 
interest in resolving capacity allocation issues where there is insufficient capacity on the 
pipeline to meet firm demand. The current routine reductions in firm service that will 
become greater as demand continues to grow without a concomitant increase in available 
capacity are not just and reasonable. Therefore, the Commission must provide a remedy 
that is in the public interest. It is the public interest, not whether these problems should 
have been foreseen at the time of the Settlement, that must guide the Commission's 
action. 

Moreover, the Commission is establishing a procedure for the parties, in the first 
instance, to establish a reasonable limit on the amount of capacity that the FR customers 
can take in the future. The Commission believes that this procedure will allow El Paso 
and its customers to establish hture CD entitlements for the current FR customers, taking 
into account the customers' needs. This approach is preferable to the Commission setting 
a limit on FR contracts based on its determination of what level of growth in those 
contracts was foreseeable and proportionate to the expectations of the parties. 

40&, APSRinnacle, TNMA Shippers, and Southwest Gas. 

41TNMA Shippers cite statistics fiom the U.S. Census Bureau showing that 
between 1990 and 2000, the population of Arizona increased 40 percent, that of New 
Mexico by 20.1 percent, and that of Texas by 22.8 percent, compared to a 13 percent 
increase for the United States as a whole. 

42See 95 FERC 7 61,461 (2001). 
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1. Conversion of the FR Contracts to CD Contracts Is Consistent with the 
Mobile-Sierra Doctrine 

The FR shippers 43 argue that conversion of their contracts would involve material 
alterations of existing contracts, and that such changes cannot be made without meeting 
the higher public interest standard set forth in the Mobile-Sierra d0ctrine.4~ These parties 
argue that the Commission bears a heavy section 5 burden in abrogating existing 
contracts. APS/Pinnacle argues, citing Texaco, Inc. v. FERC,45 that the Commission 
cannot rely on generic public interest findings in meeting this burden, but must make a 
particularized showing regarding the manner in which a particular contract harms the 
public interest and the extent to which abrogation or reformation mitigates the contract's 
deleterious effect. 

The Joint Complainants, on the other hand, assert that Mobile-Sierra does not 
apply in these proceedings because some of the contracts for FR service provide for a 
future modification to the 1996 Settlement by the Commission and a renegotiation of the 
contracts to conform to any such m~dif icat ion.~~ The language cited by Joint 
Complainants, however, refers to any changes in the Settlement that might have been 
made by the Commission in its order approving the Settlement, not to changes to the 
Settlement after its approval. We find that the Mobile-Sierra doctrine applies in this case. 

Under Mobile-Sierra, a pipeline cannot unilaterally change its contracts with its 
customers by making a section 4 filing. The Commission, however, retains its section 5 
authority to modify contracts that it determines are not in the public interest. As the court 

43E.g., Joint Motion to Intervene and Answer of APSRinnacle in Docket No. 
RPO1-484-000; Protest and Comments of TNMA Shippers in Docket RPO1-484-000. 

44FPC v. Sierra Pacific Power Co., 350 U.S. 348 (1956); United Gas Pipeline Co. 
v. Mobile Gas Service C o p ,  350 U.S. 332 (1956). 

45148 F3d.109lY1097 (D.C.Cir. 1998). 

46The Joint Complainants cite language of the FR contracts that provides that if 
there is a change in the Settlement, the parties agree to negotiate in good faith to 
"conform this Agreement [the FR contract] to the Stipulation and Agreement as so 
changed or modified." Joint Complainants cite as an example, Article 9.10 of the FR 
contract between APS and El Paso. 
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stated in UDC v. FERC?' "[ulnder 5 5, 'the Commission has plenary authority to limit or 
to proscribe contractual arrangements that contravene the relevant public interests."' But, 
only in extraordinary circumstances, and only where the public interest so requires, will 

' the Commission order contract m~dification.~' For example, the Commission has ordered 
contract modification in connection with its restructuring of the natural gas49 and electric 
i nd~s t r i e s .~~  

In Texaco. Inc. v. FERC, cited by APS/Pinnacle and the TNMA Shippers, shippers 
challenged the Commission's authority to require a pipeline to file tariff sheets imposing 
the Straight Fixed Variable (SFV) rate design on shippers whose contracts specified 
Modified Fixed Variable (MFV) rates, and argued that this was a contract modification 
prohibited by Mobile-Sierra. The court held that the Commission's modification of the 
existing contracts could be upheld only if the Cornmission showed that the public interest 
had required it to intervene. The court further stated that the public interest that permits 
FERC to modify a contract is different from and more exacting than the public interest 
that FERC seeks to serve when it promulgates its rules. The court stated that "more is 
required to justify regulatory intervention in a private contract than a simple reference to 

4788 F.3d 1105,1131 (D.C. Cir. 1996), cert denied, 520 U.S. 1224 (1997) (quoting 
Permian Basin Area Rate Cases, 390 U.S. 784 (1968)). See also, u, Wisconsin Gas Co. 
v. FERC, 770 F.2d 1144 (D.C. Cir. 1985), 476 U.S. 1144 (1986). 

FERC 161,047 at 61,190 (2002). 
48See, Nevada Power Co. v. Duke Energy Trading and Marketing, L.L.C., 99 

490rder No. 636, supra. 

"Order No. 888 Promoting Wholesale Competition Through Open Access Non- 
discriminatory Transmission Services by Public Utilities; Recovery of Stranded costs 
Promoting Wholesale Competition Through Open Access Non-discriminatory 
Transmission Services by Public Utilities; Recovery of Stranded Costs by Public Utilities 
and Transmitting Utilities Order No. 888 , 61 Fed. Reg. 2 1,540, at 3 1,664-65 (1 996), 
FERC Statutes and Regulations, Regulations Preambles January 199 1 -June 1996 1 3 1,036 
(1996), order on reh'g, Order No. 888-A ,62 Fed. Reg. 12,274 (1997), FERC Statutes and 
Regulations, Regulations Preambles July 1996-December 2000 7 3 1,048 (1997), order on u, Order No. 888-B, 81 FERC 1 61,248 (1997), order on reh'g, Order No. 888-C, 82 
FERC 1 6 1,046 (1 998), aff'd in relevant Dart. remanded in part on other mounds sub nom. 
Transmission Access Policy Study Group, et al. v. FERC, 225 F. 3d 667 (D.C. Cir. 2000), 
afrd, New York v. FERC, 122 S. Ct. 1012 (2002). 



Docket No. RPOO-336-002, 4. 18- 

the policies served by a particular rule."51 The court affirmed the Commission's orders, 
stating that the Commission did not rest its reformation of the contracts on only the broad 
public interest underlying its policy favoring SFV, but also explained how retention of 
MFV on the particular pipeline would threaten the coherence of the national policy and 
distort the local gas market. The court found that the Commission had satisfied its 
obligation to articulate supportable and reasonable explanations of how the public interest 
required modification of a private contract. 

There are extraordinary circumstances on El Paso that require, in the public 
interest, modification of the FR contracts. The Commission's determination that the 
public interest requires modification of the FR contracts is not based merely on 
generalized statements of policy goals, but is based on a detailed analysis of how the FR 
contracts on El Paso harm the public interest and how the conversion of those contracts 
will further the public interest. The Commission has explained in detail how growth 
under the FR Contracts has resulted in pro rata cuts that have eroded firm service on El 
Paso, and how this has resulted in firm shippers paying for service they do not receive. It 
is in the public interest to have reliable firm service on El Paso, and the Commission has 
explained how modification of the FR contracts on El Paso serves that goal. All 
customers will ultimately benefit from reliable firm service on El Paso and from the 
establishment of the proper market incentives for expansion of the infrasbmtwe that will 
result from conversion of the FR contracts to CD contracts. * 

TNMA Shippers assert that the Commission has approved FR contracts for several 
decades, and to find now that FR service is contrary to the public interest would be an 
arbitrary reversal of its own finding. The fact that the Commission approved FR 
contracts in the past does not mean that the Commission cannot modify FR contracts as it 
has done here when those contracts operate in a manner that is contrary to the public 
interest. In fact, the Commission has an affirmative duty not to turn a blind eye to the 
degradation of firm service on El Pasols system. For example, when supply shortages 
arose in the natural gas industry in the 1970's, the Commission found itself "impelled to 
direct curtailment on the basis of end use rather than on the basis of contract simply 
because contracts do not necessaril serve the public interest requirement of efficient 
allocation of a wasting resource ..." 
reasons for conversion of the FR contracts to CD contracts. 

Y Here, the Commission has clearly explained the 

51148 F.3d at 1097. 

520rder No. 467,49 F.P.C. 85, 86 (quoting Arkansas Louisiana Gas Co., 49 F.P.C. 
53,66 (1973), w, 49 F.P.C. 583 (1973), petition for review dismissed sub nom., 
Pacific Gas & Electric Co. v. F.P.C., 506 F.2d 33 (D.C.Cir. 1974). 
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TNMA Shippers also argue that modification of the FR contracts is not in the 
public interest because the FR shippers are generally captive customers who have relied 
on and continue to rely on their contracts to provide utility service to human needs 
customers and to keep industrial plants running. However, it is the Commission's 
responsibility in the first instance, to decide whether the modification of the contracts is 
in the public interest taking all factors into account including whether maintaining the 
status quo "cast[s upon other consumers an excessive burden, or [is] unduly 
di~criminatory."~ Moreover, as explained below, the limitation of future growth under 
the FR contracts is consistent with the Commission's duty to protect captive customers. 

I 

2. Conversion of the FR Contracts to CD Contracts Is Consistent With 
Section 7 of the NGA 

The FR shippers argue that conversion of their contracts to CD contracts at the 
billing determinant level as proposed by El Paso in its allocation filing and by Joint 
Complainants in their complaint would constitute an unlawful abandonment of 
certificated full requirements service and substitute partial requirements service in its 
place.54 These parties argue that an abandonment within the meaning of section 7(b) 
occurs whenever a natural gas company reduces a significant portion of a particular 
service dedicated to the interstate and when there is a reduction or alteration in 
overall service.56 They argue that FR shippers are legally entitled to transport their daily 
requirements, and that full requirements service cannot be abandoned without a finding 
under section 7 of the NGA that abandonment is in the public interest. 

These parties fwther argue that the Commission cannot make this public interest 
finding here because the FR shippers are, for the most part, captive customers that 
transport their daily full requirements to meet their utility obligations to their own 

53FPC v. Sierra Pacific Power Co., 350 U.S. 348,355 (1955). 

54See, u, Comments of East of California Shippers in Opposition to Indefinite 
and Unlawful Capacity Allocation Proposal, Docket No. WOO-336-000, filed May 17, 
2001 at 21-22; Protest and Comments of TNMA Shippers in Docket No. RPO1-484-000, 
filed August 2,2001 at 10-1 5. 

55The EOC Customers cite Reynolds Metals Co. v. FPC, 534 F.2d 379,384 
(D.C.Cir. 1976). 

56The EOC Customers cite Tennessee Gas Pipeline Co. v. FERC, 972 F.2d 376, 
384 (D.C.Cir. 1992). 0 
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customers. If their entitlements were reduced, these shippers argue:' it would be 
impossible for them to serve their own customers or maintain their business operations. 
TNMA Shippers allege that if entitlements were reduced, there would be rolling 
blackouts throughout Texas, New Mexico, and Arizona, and many businesses and 
communities would be harmed. Further, these parties argue, FR distributors and electric 
utilities serve human needs customers, and the curtailment of gas and electricity would 
have disastrous public health impacts on all sectors of the economy in the affected states. 
This result, they argue, is not consistent with the public convenience and necessity. 
Further, they argue, it contradicts the Commission's charge under section 7(b) of the NGA 
to protect the rights of existing shippers. Consistent with that obligation, TNMA 
Shippers argue, the Commission should fmd that El Paso has partially abandoned service 
to its firm customers and that El Paso must provide facilities to provide service to all firm 
customers . 

-20- 

The circumstances before us are very different from the circumstances in the cases 
cited by the FR customers. In this case, the Commission finds under section 5 of the 
NGA that continued growth in demand under the FR contracts imperils the provision of 
firm service on El Paso's system and thus is not just and reasonable in the current 
circumstances on El Paso's system. Therefore, the Commission is directing El Paso to 
convert these FR contracts to CD contracts and is providing the parties with an 
opportunity to establish a CD entitlement for these shippers that takes into account their 
current needs. As the Commission has explained, this conversion is necessary under 
section 5 of the NGA to protect all customers and the public interest and is consistent 
with the Mobile-Sierra doctrine. 

The conversion of the FR contracts to CD contracts is also klly consistent with the 
requirements of section 7 of the NGA regarding abandonment of service and the 
Commission's obligation to protect captive customers. The protection afforded customers 
with regard to abandonment of their Part 284 service is intended to protect captive 
customers from the monopoly power of the pipeline and to permit captive customers to 
continue to receive the historical service upon which they have relied, as long as they are 
willing to pay the maximum rate for that service5' As the Commission explained in 
Order No. 637, this abandonment protection applies with regard to the captive customer's 
historical capacity. It is a limited right and is intended as a defense against the pipeline's 

57See, a, Protest and Comments of TNMA Shippers in Docket No. RP01-484- 
000. 

580rder No. 636, affd in pertinent part, UDC v. FERC, 88 F.3d 1105 (D.C.Cir. 
1996), cert. denied, 520 U.S. 1224 (1997); OrderNo. 637 at 31,335 - 340. 
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monopoly power, not as a mechanism to award an existing customer a preference in 
obtaining additional ~ervice.5~ Further, the protection against abandonment does not give 
a captive customer a right to discounted service in the future.60 Continued growth in 
demand under the FR contracts and the addition of new facilities to be served under those 
contracts are not the within the scope of the abandonment protection. 

The Commission is giving the parties an opportunity to establish CD entitlements 
for the FR shippers that take into consideration the FR shippers' current needs and use of 
the system on a seasonal basis. It is therefore consistent with the policy of protecting the 
captive customers' historical service. Moreover, in this case, the Commission is affording 
the FR customers additional protections and is giving these customers a preferential 
opportunity to obtain capacity from El Paso above their new CD entitlements. Therefore, 
the Commission is directing El Paso to make additional capacity available to the FR 
customers through capacity turnback, adjustments for seasonal usage, and a priority for 
capacity under the Line 2000 PowerUp. These steps will assure that all FR shippers will 
receive a fair allocation of available capacity needed to meet their load requirements. 

The capacity rationalization process approved in this order will enable the FR 
shippers to receive service at the capacity levels they used on the system in 2001. 
Therefore, the Commission is approving a capacity allocation method that will continue 
service at existing levels, consistent with the abandonment protection. 

3. Modification of the Settlements to the Extent Necessary to Convert the 
FR Contracts to CD Contracts is Just and Reasonable and in the Public 
Interest 

The FR customers also argue that adoption of El Paso's proposal would unlawfully 
abrogate both the 1990 and 1996 Settlements. Southwest Gas argues that FR service is 
explicitly part of both Settlements, and any acceptable allocation proposal must preserve 
FR service rights, including the right to grow. APS/Pinnacle states that at the time of the 
1996 Settlement, the FR customers agreed to pay millions of dollars to resolve the 
problem of capacity turnback in exchange for a guarantee of rate certainty and the firm 

590rder No. 637 at 3 1,339. This is consistent with the court's decision in 
Municipal Defense Group v. FERC, 170 F.3d 197 (D.C.Cir. 1999), upholding the 
Commission's decision in Texas Eastern Transmission Corp., 79 FERC 7 61,258 (1977), 
reh'g, 80 FERC 7 61,270 (1977), that small customers had special treatment for their 
existing service, but they must compete on an equal basis for additional capacity. 

600rder No. 637 at 31,631-634. 
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capacity needed to meet their growing electric demands over the 1 0-year Settlement 
period. APS/Pinnacle states that the FR shippers would not have agreed to the 1996 
Settlement if there had been a possibility that their rights as FR customers would 
diminish. The FR customers argue that modifling the Settlement halfivay through its 
term is contrary to the public interest because it undermines the integrity of each settling 
party's firm contract and precludes the parties from recognizing the benefits of their 
bargains. They also argue that abrogating the Settlement would discourage settlements, 
contrary to the Commission's policy of favoring settlements. 

It is the Commission's policy to encourage settlements6' and the Commission is 
extremely reluctant to alter a settlement during its term. However, the circumstances on 
El Paso have changed drastically since the Settlements were executed. El Paso 
benefitted from the customers' sharing the risks and costs of the unsubscribed capacity. 
The customers benefitted from rate stability. FR customers were allowed to retain their 
FR contracts even though at the time of the Settlement, most other pipelines no longer 
offered FR contracts.62 All customers realized benefits from the flexibility resulting 
from a largely unsubscribed pipeline. Finally, all customers benefitted from the revenue 
sharing provi~ion;~ since El Paso was able to sell its unsubscribed capacity at maximum 
tariff rates. 

611n this proceeding, the Commission encouraged the parties to resolve the capacity 
allocation issues on El Paso by settlement. After numerous attempts to settle these issues, 
including referral of the issues to the Commission's Dispute Resolution Service, the 
parties were not able to reach an agreement. At the same time, the situation on El Paso is, 
in the words of one of the FR customers, in a crisis, and action must be taken to resolve 
the issues. 

621nstead, most pipelines offer fixed levels of no-notice service. 

63The 1996 Settlement resolved the capacity turnback problem through an agreed- 
upon sharing of the risk of unsubscribed or undersubscribed capacity. Specifically, the 
1996 Settlement provided that during the first eight years of the Settlement period, El 
Paso's customers would be responsible for 35 percent of the revenue loss assignable to 
unsubscribed capacity, while El Paso would bear 65 percent of that loss. As a quid pro 
quo, customers would share 35 percent of the revenues from kture sale of the 
unsubscribed capacity exceeding a specified "Revenue Crediting'' threshold. In addition, 
El Paso's historical fm customers agreed to pay an additional risk sharing amount of 
approximately $250 million. After the frst eight years, El Paso would be at risk for 100 
percent of the loss .from unsubscribed capacity. 
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While the Settlement was a reasonable resolution of the issues facing El Paso and 
its customers at that time, the circumstances that made the Settlement reasonable do not 
exist today. Instead of facing capacity turnback, El Paso lacks sufficient capacity to meet 
the demands of its firm customers. As explained above, the result has been that there are 
regular cuts in firm service on El Paso, and firm service is not reliable. Unless the 
Commission makes some adjustment to the terms of the Settlement to reform the FR 
contracts and establish specific receipt point rights, the problems of unreliability on El 
Paso will continue and worsen. 64 

While the Commission rarely alters an approved settlement, it has not only the 
authority, but also the responsibility under section 5 of the NGA to make an adjustment to 
a settlement if the terms of the settlement have become unjust and unreasonable and the 
settlement operates in a way that is contrary to the public interest6' The Commission has 
a responsibility to exercise its authority in the circumstances here to provide a solution to 
the capacity allocation problems on the El Paso system. The Commission has attempted 
to minimize changes to the Settlement while taking action to alleviate reliability 
problems. The Commission does not propose to alter the Settlement rates. The FR 
shippers will continue to benefit from the Settlement because they will continue to pay 
their current demand charges based upon their billing determinant levels. To the extent 
that establishing specific service entitlements under the existing FR contracts is a 
modification of the Settlement, that modification is necessary and is in the public interest. 4D 

4. Methodology for Converting FR Contracts to CD Contracts 

A number of different entitlement allocation methodologies have been proposed 
during the course of the proceedings, some of which incorporated conversion of FR 
contracts to CD contracts and some of which did not. El Paso in its initial proposal filed 
March 28,2001 allocated capacity based on billing determinants. FR shippers offered 
alternatives to El Paso's proposal using non-coincident peak demand. At the March 13, 
2002 Commission meeting, the Commission advisory staff apprised the Commission of 
the alternatives and presented another solution that would convert FR service to CD 
service with entitlements reflecting latest practices and the Commissionk traditional 
system peak allocation approach. At the April 16,2002 public conference, the parties 
presented further variations to consider. 

@As discussed above, the demand under the FR contracts is expected to increase. 
FR shippers have now projected that their needs in aggregate will total 3 Bcf over the 
next few years, more than a 300% increase. 

65E.g., UDC v. FERC, 88 F.3d 1105, 1131 (D.C. Cir. 1996). 
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The Commission will not approve El Paso's proposal to allocate capacity to the FR 
shippers at their billing determinant level. While billing determinants determine the 
current cost allocation to the FR shippers pursuant to the 1996 Settlement, they do not 
reflect the current use of the system. Use of billing determinants would ignore all growth 
that has occurred since the 1996 Settlement, and would be unreasonable. A reasonable 
conversion methodology should reflect the current practices of these shippers. 

The Commission also finds that the proposals of Salt River and Southwest Gas to 
convert FR shippers to annual CD levels based on historical non-coincident peaks are not 
reasonab€e. Non-coincident peaks represent a shipper's peak demand for the year, the one 
day when a shipper experiences its highest demand for the year. Shippers are likely to 
experience non-coincident peaks on different days and sometimes different seasons of the 
year. It is for that reason that pipelines do not design their systems based on non- 
coincident peaks. To do so would result in a drastically overbuilt pipeline, because the 
pipeline would not need to serve each shipper's non-coincident peak on the same day. 
Because shippers have different customer mixes, different locations with varying weather 
patterns, and different access to alternate fuels and supplies, one set of shippers' high 
demand on a given day will often be offset by another set's lower demand. Shippers 
would likely be unwilling to pay the high costs of construction necessary to build and 
reserve capacity sufficient to serve non-coincidental peak demands. In addition, because 
there is insufficient capacity to serve both the CD contracts and FR non-coincident peak 
demands, use of non-coincident peak would result in a reduction of the CD shippers' 
allocation below the current CD level. The Commission finds that it is not just and 
reasonable to allocate less capacity to these firm CD shippers than the capacity for which 
they have contracted and paid. 

The Commission believes that a reasonable conversion methodology reflects the 
current practices of the FR shippers within the current capacity and does not allocate less 
capacity to any shipper than it is paying for. A reasonable conversion methodology thus 
does not reduce CD shippers' entitlements, and does not reduce FR shippers' entitlements 
below their 1996 Settlement billing determinants.66 

In this proceeding, full requirements shippers have raised two major concerns with 
the use of a system peak demand for allocation purposes. First, shippers express the need 
to reflect seasonal variations in their entitlements. They argue that some shippers are 
summer peakers (e.g., electric generation) and others are winter peakers (u., space 
heating)and that using shippers' seasonal needs to "sculpt" their entitlement allocations 

66To the extent El Paso can adjust demand levels to accommodate seasonal 
variations in FR customers' demands, it must do so. 
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will result in more equitable and accurate contract entitlements. Seasonal entitlement 
allocations will allow shippers to obtain capacity for the seasons or months that they need 
it, thus freeing capacity the rest of the year for use by other shippers with different 
seasonal needs. 

Second, the shippers stress their individual peak demands (k, their non- 
coincidental peak) did not occur on the December 12,2001 system peak day, and that use 
of such a system peak day demand does not reflect their needs. The Azlzona Corporation 
Commission argues that adoption of an entitlement allocation based on the system peak 
day would lead to blackouts, curtailments, increased pollution, and significantly increased 
energy costs in Ari~ona.~' In addition, FR shippers argue that they will be subject to 
significantly increased costs when the attempt to purchase additional capacity, because it 
will be a seller's market for capacity.6' Further, they allege, the lack of a price cap on 
short-term released capacity will deter long-term releases and will allow releasing 
shippers to command high prices for peak capacity that the FR shippers will need to serve 
core needs.69 El Paso Electric Company suggests that the appropriate level of contract 
demand might be the midpoint between a shipper's 1996 Settlement billing determinants 
and its non-coincidental peak." 

The conversion methodology shall initially allocate among the FR shippers the 
system capacity that is currently not under contract to CD shippers. Additionally, as 
discussed below, El Paso has been authorized to add 230,000 McEld with its Line 2000 
project. El Paso has dedicated the Line 2000 capacity for system use. That capacity is 
therefore available to be allocated to FR shippers to use this Fall. The full existing 
capacity plus the Line 2000 capacity minus the full CD shippers' contract levels and a 
reasonable amount to serve the FT-2 shippers, is the amount available to be allocated to 
the FR shippers at no additional charge above their current demand charge responsibility. 
The initial entitlements under the new CD contracts are, however, only the starting point 
for providing capacity to the FR shippers. 

A capacity rationalization process, including capacity turnback, adjustments for 
seasonal usage, and capacity release, will provide additional capacity to meet FR demand. 
For example, Burlington Resources and other shippers indicated at the April 16 conference 

67Tr. at 50. 

68Tr. at 78. 

691d. - 

70Tr. at page 107. 
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and in their written comments that they would be willing to turn back 725,719 Mmcf for 
the summer months and 592,719 Mmcf for the winter months.'l In addition, El Paso 
offered, at the April 16 conference, to work with its shippers to "sculpt" (incorporate 
seasonal variations into) the FR entitlement allocations. 

Other parties at the April 16 conference asserted that the customers themselves 
were better suited to determining their own needs and should have a part in the entitlement 
allocation process. After consideration of the comments, proposals, and alternatives, the 
Commission concludes that it is appropriate to take an approach that incorporates many of 
the ideas and responds to many of the concerns raised by various parties. As noted above, 
we will not order a reduction of CD service. In addition, we will not specify individual 
CD entitlements for the FR shippers at this time. It is the Commission's desire that the 
parties who utilize the system involve themselves in the solution. The Commission will 
therefore direct El Paso and its customers to take the available capacity remaining that is 
not contracted for FT-1 CD service (or needed to serve FT-2 demand) and allocate that 
capacity among the FT-1 FR shippers as their new CDs. At the public conference, El Paso 
remarked that it would be able to deliver 5,400 Mmcf/d with the capacity to be provided 
by the PowerUp on a peak day?2 In this way the FR shippers can decide among 
themselves how to divide up the capacity and whether to use seasonal andor annual 
entitlement allocations. This represents their initial entitlements and does not require a 
redistribution of demand charge responsibility. 

We direct El Paso and its customers to meet as soon as possible and as often as 
necessary to establish CD entitlements for each FT-1 FR shipper. The meetings should be 
in El Paso's service territory to facilitate participation of the parties' business and technical 
staff. 

Once the initial CD entitlements are set, El Paso is directed to initiate a capacity 
rationalization process, as discussed at the April 16 conferen~e?~ in which current 
shippers are afforded an opportunity to turn back capacity, and converting FR shippers can 
purchase that capacity to augment capacity assigned during the conversion process. For 
the initial CD entitlements, the Commission will not require that costs be reallocated 
(although the parties may agree otherwise). In that way, the FR shippers are converted to 
CD entitlements at levels that can reliably be met at no additional charge above the 
Settlement rates. For any capacity purchased through turnback or capacity release, the 

71E.g., Tr. at 137. 

72Tr. at 17. 
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converting FR shipper would pay the appropriate reservation charge. As a result, while 
demand charge responsibility may shift fiom one shipper to another, the total cost 
recovery will be unchanged. El Paso will remain revenue neutral as a consequence of the 
turnback. Finally, once the capacity rationalization process is complete, El Paso will then 
allocate primary receipt point rights among all CD and converting FR shippers following 
an iterative process, described later in this order. After reviewing the April 30,2002 
comments which detail amount of capacity that the shippers are willing to turnba~k?~ and 
the restated FR needs, it appears that there should be sufficient capacity available to meet 
current needs as a result of this process. 

The Commission will require El Paso to file a report with the Commission by 
September 3,2002, detailing the steps that were taken (the new CD entitlements, the 
amount of turnback, etc.) and indicating the new CD levels for the CD and former FR 
shippers resulting fiom the capacity rationalization process and the receipt right 
allocations for each shipper resulting fiom the iterative process. By August 1,2002, El 
Paso must report to the Commission whether the parties have been able to agree upon FR 
customers' entitlements under the new CD contracts. If the parties are unable to agree to 
entitlements, the Commission will establish appropriate CD entitlements for the converted 
contracts and will issue a fwther order to specify how entitlements should be allocated. 

We are mindful of the conflicting timing concerns of the CD and FR shippers. The 
CD shippers demand immediate action to end pro rata service red~ctions?~ They seek 
assurances that the financial losses they have suffered over the past three years will come 
to an end. The FR shippers, on the other hand, demand sufficient time to prepare for a 
limit to FR ~ervice.'~ They argue that they have made significant financial investments 
(for example, to build new generation plants) in reliance on the terms of the 1996 
Settlement which ensures continuation of full requirements service through December 
2005. They also argue that time is needed to arrange for alternate supplies and services if 
they are allocated less capacity than is needed to serve their core needs. The Commission 
finds that it is paramount to restore certainty and reliability to firm service on El Paso's 
system. We will therefore order FR service to be converted to CD service effective 
November 1,2002. CD shippers will thus have certainty going into the winter heating 

74The comments reflect that the shippers, in total, may be willing to turn back over 
725,000 DtWd of summer capacity and close to 600,000 Dth/d of winter capacity. See 
commends filed by Burlington, Dynegy, Aera, Coral Energy, Occidental, Texaco, 
ONEOK, Southern California Generation Coalition, and Aquila. 

75Tr. at 142, 146. 

76Tr. at 57,74-75. 
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season, and FR shippers, many of whom are summer peakers, will not be impacted this 
summer season and will have nine months to prepare for the 2003 summer season. In 
addition, the November 1,2002 effective date will provide the parties the time to 
participate in the solution. 

C. El Paso's Service Obligations 

1. The Need to Make Additional Capacity Available to the Firm Shippers 

All of El Paso's customers, both FR and CD, have argued in these proceedings that 
the capacity problems on El Paso have been caused, at least in part, by El Pasols failure to 
meet its service obligations to its fm customers. In Docket Nos. RPO1-484-000 and 
RPO1-486-000, the complaining shippers ask the Commission to order El Paso to expand 
its system and use that expanded capacity to satisfy its existing contractual obligations. 
The shippers argue that El Paso is obligated under Article 16.3 of the Settlement" to 
maintain quality and quantity of service. In addition, in Docket No. RPO1-484-000, Joint 
Complainants argue that the Commission has authority under sections 5 and 7 of the NGA 
to require El Paso to comply with its certificate, contract, and Settlement obligations by 
ordering additional expansions and requiring the expansion capacity to be used to satisfy 
El Pasols existing firm contractual obligations. 

Similarly, in Docket No. RPO1-486-000, TNMA Shippers argue that El Paso has a 
legal obligation to maintain system capacity sufficient to meet all of its contractual 
commitments to provide fm transportation. They argue that a pipeline may be deemed to 
have violated section 7(b) of the NGA when the physical capacity of the pipeline is below 
the capacity required by its certificated contracts:' and that a pipeline is obligated to 

77Article 16.3 of the Settlement provides: 

16.3 Service Obligations. El Paso agrees and confirms that, 
during the effectiveness of this Stipulation and Agreement, it 
will maintain and operate facilities sufficient to satis@ and 
perform the service obligations with respect to both quality 
and quantity of service imposed upon it by, and subject to the 
conditions applicable to, the provisions of this Stipulation and 
Agreement and its firm TSAs in effect on December 3 1, 1995. 

"TNMA Shippers cite Columbia Gas Transmission Corp., 80 FERC 7 6 1,220 
(1 997). 
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maintain its facilities in a manner that will allow it to serve up to certificated levels or seek 
abandonment of capacity that was certificated but is no longer a~ailable.7~ 

As an immediate step, TNMA Shippers ask that El Paso be required to dedicate the 
north-south capacity of its Daggett to Ehrenberg Line in California and the capacity it will 
be adding through compression to its new Line 2000 to fulfill its existing firm contractual 
obligations. Joint Complainants assert that any proposed expansion should be 
accompanied by a capacity rationalization process that would permit existing firm shippers 
to turn unwanted capacity back to the pipeline. 

In the comments filed by the parties in connection with the April 16,2002 public 
conference, the parties again argue that the Commission should require El Paso to meet its 
service obligations. 

In its answers to the complaints, El Paso argues that it has provided firm service to 
FR and CD customers consistent with its contractual obligations, the capacity allocation 
provisions of its tariff, and the service obligation set forth in the 1990 Global Settlement. 
El Paso asserts that the parties to the 1990 Settlement specifically contemplated that a pro 
rata allocation of capacity might be required, and agreed to the allocation procedures now 
used by El Paso. In addition, El Paso asserts, the Global Settlement provides the 
circumstances in which it would be required to expand its system, and the parties agreed 
that El Paso would expand its system only when economically justified. El Paso states 
that the construction of additional capacity to serve the FR shippers at a commodity rate of 
two cents per Dth is not economically justifiable. Further, El Paso argues, citing 
Panhandle Eastern PiDeline Co. v. FPC, 204 F.2d 675 (3rd Cir. 1953), that the 
Commission does not have authority to order a pipeline to expand its mainline capacity. 
Therefore, El Paso asks that the Complainants' requests that El Paso be required to expand 
its system be denied. 

However, since the filing of its responses in the complaint proceedings, El Paso has 
made a commitment to expand its transmission capacity by implementing its Line 2000 
PowerUp project. At the April 16,2002 public conference, El Paso committed that it 
would add up to 320,000 Mcf/d of new capacity through additional compression on its 
Line 2000 project.'' El Paso stated that this additional compression, in combination with 
the proposal to convert FR contracts to CD contracts based on a system peak, should 

79TNMA Shippers cite Maritimes and Northeast Pipeline, L.L.C., 80 FERC fl 
61,136 at 61,476 (1997). 

*'Tr. at 13-14. 
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eliminate the need for any pro rata allocations except in circumstances related to 
maintenance or force majeure.'l Thus, while the Commission has stated that the decision 
whether to undertake to build additional capacity is a business decision that is left to the 
pipeline in the first instance under the NGA,82 in this case, El Paso has committed to 
expand its ~apacity.'~ 

The Commission further finds that El Paso, with respect to its obligation to provide 
firm shippers with the fm service for which they have contracted, must reasonably insure 
the quality of firm service, and that its actions do not degrade the quality of such service. 
In this regard, and in accordance with the provisions of the 1996 Settlement and the 
Commission's regulations, the Commission advises El Paso that it may not enter into new 
firm service contracts unless it can demonstrate that it has available capacity to provide the 
~ervice.'~ Further, the Commission will require, during the pendency of the Settlement, 
that El Paso must first offer firm capacity that becomes available to existing shippers. 

2. Flexible Receipt and Delivery Points 

In Order No. 637, the Commission instituted proceedings to, among other things, 
review pipeline tariffs to insure shippers could flexibly and efficiently use the services for 
which they have contracted, and to insure there were no impediments to the use of third 

81Tr. at 14. 

"&, El Paso Natural Gas Co., 54 FERC 7 61,316 at 61,924 (1991). See also 
Panhandle Eastern PipeLine Co. v. FPC, 204 F.2d 675,680 ("Congress intended to leave 
the question whether to employ additional capital in the enlargement of its pipeline 
facilities to the unfettered judgment of the stockholders and directors of each natural gas 
company involved. ") 

83The Commission is committed to expediting the handling of El Paso's 
application for the PowerUp Project to ensure that the additional capacity is brought on- 
line as soon as possible. The Commission expects that El Paso will do all it can to 
expedite this process by filing a complete application. El Paso indicated in its August 23, 
2001 data response that it could have an application before the Commission by March 
2002, and stated at the April 16,2002 public conference that it was preparing to file an 
application. 

s4This does not include capacity on lateral expansions to serve new markets, such 
as the Samalayuca lateral, 98 FERC 7 6 1,096, reh'g denied, 1 6  1,110 (2002). 
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party services. Several parties to these proceedings have voiced and filed comments 
(including Southwest Gas) requesting that El Paso be required to permit 
backhauVdisplacement transactions from interconnections at or near the California border. 

El Paso's tariff does not specifically allow such transactions. The Commission has 
found in numerous orders on Order No. 637 compliance filings, that pipelines must permit 
shippers to nominate service that would result in a change of flow under a service 
agreement. However, pipelines are not required to accept or permit backhaul transactions 
to the extent such transactions would negatively impact forward haul transactions or could 
not be operationally guaranteed. Further, in these orders, the Commission has recognized 
that backhaul nominations under what would otherwise be a forward haul transaction, 
fundamentally change the transaction, and only need be provided on a secondary priority 
basis. While the Commission has not completed its review of El Paso's Order No. 637 
compliance filing, it must revise its tariff to permit those nominations and transactions. To 
the extent customers can avail themselves of these transactions, they may be able to 
increase capacity utilization of the El Paso system and gain access to gas storage facilities 
in California. 

3. Demand Charge Credits 

Joint Complainants assert that it is unjust and unreasonable for El Paso to charge 
for firm service that it does not provide. They assert that by overselling its system, failing 
to limit FR usage to a reasonable level, and selling 1.2 Bcf of available capacity to its 
affiliate, El Paso is reaping a windfall at the expense of the CD shippers who cannot use 
the firm capacity for which they are paying. Joint Complainants argue, citing Tennessee 
Gas Pipeline Companv,s5 that El Paso should be required to credit firm transportation 
demand charges for any firm service that it cannot schedule for any reason other than force 
majeure. 

In response, El Paso argues that pro rata allocation of fm service was specifically 
contemplated by the parties to the Settlements, and that El Paso has complied with the 
terrns of these Settlements, its contracts, and its tariffs in providing firm service to its CD 
customers. El Paso states that the Commission has addressed the issue of whether a 
pipeline is obligated to issue demand charge credits in the context of each pipeline's tariff 
and service agreements. El Paso argues that in this case the Joint Complainants have 
pointed to no provision of the tariff, the service agreements, or the settlements that sets 
forth an obligation of El Paso to waive demand charge payments in the event the shipper's 
nomination is not scheduled due to the pro rata procedures. El Paso states that since the 

8571 FERC fi 61,399 at 62,580 (1995). 
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CD customers were aware of the possibility that their receipt point nominations might not 
be scheduled because of the capacity allocation procedures in El Paso's tariff, it was 
incumbent on them to insist that the Global Settlement provide them with the demand 
charge credits that they now seek. El Paso argues that because it has complied with its 
contractual, tariff, and settlement obligations, no demand charge credits can be ordered in 
this proceeding. 

El Paso further argues that in the Tennessee decision cited by Joint Complainants, 
the Commission did not mandate credits in all circumstances other than force majeure, but 
instead stated that a pipeline should be able to perform the service it has contracted to 
perform. El Paso states that in these circumstances it is performing the service it 
contracted to perform, in accordance with the allocation provision of the Settlement. El 
Paso states that the flaw in Joint Complainants' argument is that they assume that because 
gas does not always flow on the basis of their nominations, it follows that they have not 
received the service that they contracted to receive. 

The nature of firm service is set forth in the Commission's regulations: firm service 
is service that is not subject to a prior claim by another customer.86 As explained above, 
firm service has the same attributes and must meet the same requirements on all pipelines. 
There is not a different type of less-fm firm service on El Paso. A shipper contracting for 
firm service, as compared to interruptible, pays the pipeline a charge to reserve capacity on 
the pipeline in addition to the volumetric charge for actually transporting the gas. If the 
reservation portion of the firm transportation rate does not in fact reserve capacity on the 
pipeline, that charge is unjust and unreasonable because the shipper is paying for a service 
that it does not receive. If a shipper is not guaranteed capacity on the pipeline to transport 
its contract demand, then the service is not firm service, but is interruptible service. It is 
not just and reasonable to charge a shipper the higher firm rate if the service the shipper 
receives is interruptible. 

In the Tennessee decision cited by the parties, the Commission stated that pipelines 
should be able to provide the service they have contracted to perform, and that it is 
therefore reasonable for pipelines to provide demand charge credits when they interrupt 
service that they have contracted to perform, except where service is interrupted by force 
majeure. Contrary to El Paso's argument, this decision was not based on the particular 
provisions of the contracts involved, but on the nature of any contract for firm service. If 
firm service is interrupted to schedule service for another customer, that service is not fm 
and is not the service for which the CD customer contracted and pays. 

8618 C.F.R. 3 284.7 (2001). 



Docket No. WOO-336-002, d. -33- 

A pipeline should not contract to provide more firm service than it has the capacity 
to provide. If El Paso sells more firm service than it can provide, and if it collects 
reservation charges for capacity that cannot be reserved, it is charging the customers an 
unjust and unreasonable rate. El Paso reasonably applied the Settlement provisions 
concerning pro rata allocations where there was insufficient capacity to meet demand for 
firm service. However, the Settlement provisions regarding pro rata allocation have led to 
the unreliability of firm service on El Paso and are no longer just and reasonable. 
Therefore, El Paso must prospectively provide firm service as contemplated by the 
Commission's regulations. When it is unable to do so, El Paso will be required to provide 
charge credits to its CD customers when it is unable to transport nominated volumes for 
reasons other than force majeure. 

After the allocation process is complete, shippers will have specific receipt point 
rights at individual pools. The aggregate rights at any given pool should not exceed the 
maximum capacity at that pool or the mainline capacity for El Paso to transport the 
aggregate volumes. Therefore, after the capacity rationalization process is complete, El 
Paso should be able to transport all nominated volumes, except in circumstances of force 
majeure. We will direct El Paso to credit firm transportation reservation charges for any 
firm service that it cannot schedule for any reason other than force majeure, after 
November 1,2002. El Paso shall file revised tariff sheets to reflect this reservation charge 
crediting requirement. 

In addition, KN Marketing asked the Commission to order El Paso to refund all 
reservation charges KN Marketing has paid with respect to allocations that were not 
excused by force majeure in the East End. As explained above, the Commission is acting 
under section 5 of the NGA to establish just and reasonable allocation procedures on El 
Paso, including the crediting of demand charge credits for firm service that is not 
scheduled for reasons other than force majeure. Refunds are not available under section 5, 
and therefore KN Marketing's request for refunds is denied. Revenue credits will be 
available on a prospective basis. 

D. Pooling 

In its Topock order, the Commission found that El Paso's current capacity 
allocation methodology is unjust and unreasonable because it creates uncertainty with 
respect to the rights of fm shippers to receive firm service. The Commission required El 
Paso to file a proposal to allocate specific receipt point rights to its customers. The March 
28,2001 proposal filed by El Paso in compliance with the Topock order sets forth a 
methodology for assigning specific receipt point rights that is the subject of this order, as 
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described more fully in Appendix A. The Commission has previously found that 
unspecified rights have led to the difficulties experienced in El Paso's primary p00ls.~' 
The Commission finds the continuation of the practice of using unspecified receipt point 
rights is unjust and unreasonable. Based on the finding that systemwide flexible receipt 
point rights, as they operate on El Paso's system, are unjust and unreasonable, the 
Commission will direct El Paso to assign specific primary receipt point rights, as described 
more fully below. 

1. El Paso's Proposal 

In the March 28 filing, El Paso also proposes to change the number of pools on its 
system. El Paso proposes to replace the existing San Juan pools (Bondad and Blanco) 
with four pools (Bondad Station, Bondad Mainline, Blanco, and Rio Vista). The existing 
Anadarko pool would be replaced with three pools and the three Permian basin pools 
would be replaced with thirteen pools. 

Pooling and the aggregation of supplies in the supply basins have been a long 
standing practice on El Paso's system that predates Order No. 636. El Paso's pooling 
points are located downstream of individual receipt points, where various supply sources 
merge or where pipeline capacity may be constrained. El Paso's current pooling 
arrangements encompass a vast network of liquid trading contracts and transportation 
contracts that come together in its current six basin pools. El Paso tracks these 
transactions. In the past, El Paso expressed concerns that the large number of pooling 
transactions can cause delays in the scheduling process. Additionally, El Paso has 
expressed concerns about matching customer supply rankings as a result of looped 
transactionsS8 El Paso indicates it was able to accommodate all pooling transactions, 
including unlimited looped transactions, when it had four days to schedule. Now with the 
standardized North American Energy Standards Board (NAESB) rules that provide for 
four intra-day nominations during the scheduling process, it has become increasingly 
difficult to track the pooling transactions when combined with downstream constraints that 
require El Paso to reduce customers' nominations pro-rata. El Paso indicates that pro-rata 
reductions are necessary due to force majeure or because shippers have nominated more 

a 

87 The Commission has previously indicated that the lack of specific receipt point 
rights creates uncertainty and is the main cause of the pro rata allocations based on 
nominations in El Paso's pools. See El Paso Natural Gas Company, 89 FERC 7 61,160 at 
6 1,453 (1 999). 

88 A looped transaction is one in which ownership of the gas may change several 
times without physical movement of the gas. a 
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gas fiom a specific receipt point in the pooling area than the receipt point has the capacity 
to handle.89 

El Paso states that its proposal would reduce the number of transactions in a pool 
and narrow the areas of constraint. El Paso states that its proposal to move fiom six to 
twenty pools is an attempt to achieve a compromise between service reliability and 
liquidity, preserving some of each. El Paso purports that smaller pools will provide more 
certainty and allow El Paso to better accommodate shippers' rankings of supply. El Paso 
states that it set the boundaries for its proposed twenty basin pools to group together 
system segments having similar operational characteristics. 

El Paso cites the Bondad pool in the San Juan Basin to illustrate how it set pool 
boundaries. El Paso explains that it divided the Bondad pool into two pools: One north of 
the Bondad compressor station (Bondad Station pool) and one south (Bondad mainline). 
El Paso would allocate specific receipt rights to customers at the Bondad Station pool 
equal to the takeaway capacity at the compressor station. Prior to the division, Bondad 
shippers both south and north of the compressor station were included in the pro-rata 
reductions in the pool although the southern customers should not have been affected by 
the actual physical constraint at the compressor station. El Paso does not provide any 
other examples of constraints on its system justifying the expansion of pools in the other 
basins. 

2. Customers' Response 

Many commenters object to El Paso's proposal because they have different ideas 
about the appropriate balance between supply certainty and market liquidity. Some 
commenters, primarily those whose business relies on trading within the pools, believe 
that moving from six to twenty pools will unnecessarily reduce liquidity and the ability to 
aggregate supplies. Other commenters, primarily those who have contracts at specific 
plant outlets or wellheads, argue that receipts should be allocated back to specific receipt 
points to maximize reliability. Others would like the option of allocating to specific 
receipt points or pools. 

The parties who commented on the pooling proposal uniformly object to El Paso's 
proposal to expand the number of pools.90 The commenters conclude that 20 pools are not 

~~ ~~ 

89 El Paso data response filed August 23,200 I,  Response to Question No. 2. 

"In addition to individual comments opposing the pooling proposal, a diverse 
(continued.. .) 
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necessary, not justified, and not supported by El Pasols customers. The commenters 
further allege that a move to 20 pools will cause significant market harm." 

Parties assert that tripling the number of pools is an enormous and unprecedented 
change that greatly impacts existing contracts and the future deliverability of the pools. 
Commenters cite as an example the last pooling expansion on El Paso's system when El 
Paso divided the Keystone pool into three smaller pools. As a result of the split, liquidity 
in the two smallest pools (Plains and Waha) greatly decreased and trading was so de 
minimis that no monthly index is published for those pools. The parties point out that 
many of the new pools have few suppliers. They argue that six of the proposed Permian 
Basin pools would contain four or fewer receipt points92 and that seven of the new 
Permian pools would handle a quantity of less than 300,000 DtWd. They further argue 
that the Anadarko Dimmitt Pool would effectively have only one supply source because 
the upstream pipeline cannot physically deliver to El Paso at that point. By reducing the 
supply choices available in each pool, they argue that El Paso would create a fragmented 
market that would diminish reliability and price transparency and would give the 
remaining suppliers more opportunities to exercise market power and command higher 
prices. The commenters conclude that smaller pools can thus result in decreased reliability 
and higher costs to consumers. 

In data responses, El Paso provided data demonstrating the frequency of constraints 
at the proposed 20 pools from July 2000 through August 200 1. El Paso provided a chart 
that contains the total number of scheduling cycles where confirmed nominations (FT and 
IT) exceeded capacity.93 El Paso explains that "a substantial majority'' of those instances 
were the result of shippers using system-wide receipt point flexibility. El Paso states that 
if there were specific primary receipt point rights established in the pools, the number of 
reductions would be "drastically" reduced. 

"(...continued) 
group of El Paso's customers (including CD and FR shippers) filed joint comments on the 
pooling issues. See Initial Comments on Pooling Issues, filed April 16,2002, by Conoco, 
Dynegy, PG&E, Duke Energy, Richardson, Texaco, Williams, Salt River, MGI, Aquila, 
Coral Energy, and Southern California Generation Coalition. 

"Initial Comments on Pooling Issues at 2-3. 

921nitial Comments of Parties on Pooling Issues, at 9 and 10. 

93 El Paso data response filed August 23,2001, Response to Question No. 4. 
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Commenters ar ue that the data supplied by El Paso is flawed and does not justiQ 
the proposed 20 
service and thus do not indicate how much of the pro rata allocations were for firm 
nominations. They point out that El Paso has inflated the number of pro rata allocations 
by counting all four cycles of the gas day rather than daily reductions. They state that 
Permian Basin supply gas was curtailed during the period the data were provided due to 
the rupture at the Pecos Line just west of the Permian Basin. Also, Permian supply was in 
unusually high demand at that time due to the unprecedented high price of gas at the 
California border. 

They argue that the data include nominations for both FT and IT 

Commenters state that El Paso claims that its pooling proposal is in response to its 
customers' requests for El Paso to honor their supply rankings. Commenters assert that El 
Paso's customers would rather stay with the existing six pools, even if El Paso is unable to 
accommodate their supply rankings, rather than move to 20 pools and have El Paso more 
able to follow their ran king^.^^ Commenters conclude that the Commission should direct 
El Paso to allocate specific receipt point rights and eliminate systemwide receipt point 
rights before pursuing such a dramatic change to its pooling structure. 

3. Discussion 

The Commission has previously found that primary point access by shippers to 
specific receipt points was necessary to eliminate or greatly reduce routine pro-rata 
allocation of shipper nominations, thereby improving the reliability of firm service on El 
Paso's system. Specific rights to receipt points or supply area pooling points may equally 
accomplish this objective. The Commission agrees with both El Paso and the parties that 
pooling allows broader access to supply aggregation necessary to accommodate shippers' 
needs for both competitive prices and supply reliabilit~.'~ The Commission agrees with 
the parties that pools with few receipt points and small voiknes cannot effectively support 
competitive gas markets. The Commission believes that price transparency and 
competitive supply markets enhance customers' ability to aggregate and choose supply 
sources while creating seamless transactions. Fragmented pools can compromise that 
objective and render the pooling concept useless. 

The Commission recognizes that tripling the number of pools on El Paso's system 
could significantly impact customers and their existing supply contracts. The Commission 

94Tr. at 209. 

"Initial Comments on Pooling Issues at 22. 

96See Transcontinental Gas Pipeline COT. 86 FERC 7 61,175 at 61,613 (1999). 
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believes El Paso's pools should encompass a wide enough choice of supply sources to 
accomplish the objectives of price transparency and liquidity without sacrificing reliability 
of supply. Once physical pools are established, the Commission has determined that a 
showing of operational need is necessary prior to allowing modification to pooling areas9' 
The Commission finds that there is sufficient evidence to support El Paso's pro osal to 
increase the number of physical pools in the San Juan Basin from two to four9' The data 
show constraints in the current San Juan p00ls9~ It appears that if specific receipt rights 
are not assigned at the four proposed San Juan pools, daily pro-rata allocations of 
nominations may be likely to continue. 

The Commission finds that there is insufficient evidence of an operational need to 
expand the Permian and Anadarko pools from four to fourteen. In fact, even El Paso 
agrees with the parties that no pro-rata allocations were needed for the Permian pool this 
past winter.loO The Commission believes that allocating specific primary receipt rights to 
shippers in the existing Permian and Anadarko pools will resolve the overnomination 
constraints without compromising liquidity and supply choices. Based on the assertions of 
El Paso as well as its customers that the capacity allocation process will minimize if not 
eliminate current supply cuts in the pools, the Commission will reject the proposed 
changes to the Permian and Anadarko pools at this time, without prejudice to El Paso 
filing changes to its pooling structure at a fkture time with the necessary operational 
support, if circumstances warrant. Consequently, the Commission will authorize El Paso 
to operate eight pools: Bondad Station, Bondad Mainline, Blanco, Rio Vista, Anadarko, 
Plains, Keystone, and Waha. 

We also believe that El Paso should be able to accommodate the shippers who do 
not desire flexibility but instead would like certainty at specific receipt points. It does not 

97See Nor Am Gas Transmission Co., 85 FERC T[ 61,039 at 61,118 (1998) reh'g 
denied, 86 FERC 7 6 1,162 (1 999). 

'*El Paso explains that there is a capacity of 675 MMcEld upstream of Bondad 
Station but only 575 MMcEld downstream of the station. Tr. at 213. 

99Carla Johnson, representing a number of parties regarding pooling issues 
(Conoco, Dynegy, PG&E, Duke Energy, Richardson, Texaco, Williams Energy 
Marketing and Trade, MGI, Salt River, Aquila Energy, Coral Energy, and Southern 
California Generation Coalition) acknowledged constraints at Bondad. Tr. at 2 16. 

loo Tr. at 216. El Paso maintains, however, that the south system was not operating 
at capacity last winter, so the system was not tested. El Paso argues that it needs to 
program to anticipate times when the system is working at capacity. 
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appear to be inconsistent with the pooling approach used by El Paso to allow shippers to 
choose specific receipt points as opposed to pools. In fact, El Paso asked shippers to 
express such an interest."' If shippers desire access to only one receipt point upstream of 
a pool, and are able to contract with a particular source, it appears that El Paso should be 
able to accommodate such nominations. Therefore, El Paso is directed to make provision 
in its tariff and service agreements for a shipper to specify a point rather than a pool as a 
primary receipt point. 102 

E. Summary of Commission Actions 

As discussed above, the Commission finds that the current daily allocation of 
capacity due to the lack of specific receipt point rights is not just and reasonable, and the 
Commission must act under section 5 of the NGA to direct El Paso to establish specific 
rights. Further, the Commission finds that continued unlimited growth in demand under 
the FR contracts does not send proper price signals for expansion of capacity, is not just 
and reasonable and is not in the public interest, and therefore, directs that the FR contracts 
be converted to CD contracts with a CD entitlement to be determined by the parties. The 
Commission also finds that it is unjust and unreasonable for El Paso to collect demand 
charges for service it cannot provide. 

Based on those fmdings, the Commission directs El Paso to convert the Rate 
Schedule FT-1 FR contracts to CD contracts with specified maximum daily quantities 
(MDQs) and to assign receipt point rights utilizing the modified eight pools. The 
Commission directs El Paso to convert the current FT-1 FR contracts to CD contracts at a 
CD level to be determined by the parties. If the parties are unable to reach an agreement 
by July 3 1,2002, El Paso must report to the Commission, and the Commission will issue 
an order to specifL how capacity should be allocated on the system. 

* 
The Commission will preserve the status quo for small FR customers that take 

service under the FT-2 rate schedule. These shippers pay a volumetric rate for their 
service, and their peak loads are currently less than 8,000 Mcflday. Therefore, these small 
load customers with minimal receipt rights do not have a significant impact on system use, 

lo' August 23,2001 data response to Question No. 1. 

'021n the allocation process ordered in another section of this order El Paso would 
only assign an individual receipt point to a shipper after any pro-rata election process 
assuming that the shippers election was at the closest pool. No additional priority is 
awarded the shipper because of its more narrow election. However, after the allocation 
process, the shipper's primary receipt point rights would be at the point only, not the pool. 
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and continuation of their FR service for the remaining term of the Settlement will not have 
a negative impact on the remedy adopted in this order. We will require El Paso to 
establish a service eligibility ceiling quantity for the FT-2 Rate Schedule not to exceed 
10,000 Dth/d.lo3 Small FR shippers eligible for the FT-2 Rate Schedule may convert to 
that service in lieu of CD service. 

Second, immediately after the initial conversion, but prior to the allocation phase, 
El Paso is directed to accept requests for turn back of existing contract quantities (from 
either existing or newly converted contract demand customers) and requests for additional 
contract quantities from FR customers. El Paso is directed to accept the capacity 
turnbacks to the extent necessary to satisfl the FR customers' requests for additional 
service.104 Any shipper acquiring turnback capacity would assume the corresponding 
demand charge responsibility. In addition, shippers will have the opportunity to make 
available for posting permanent or long term release of capacity for either year round use 
or on a seasonal basis. This may allow summer and winter peakers to match their initial 
allocation to their individual peak needs. 

Third, El Paso will allocate receipt point capacity in the modified eight to 
all existing shippers based on their converted and existing CDs using the iterative process 
proposed by El Paso in its March 28 proposal.lo6 In each round, each CD and converted 
FR shipper will nominate volumes at one or more pools of its choice, and El Paso will 
assign capacity on a one-time, pro-rata basis to each shipper at its selected pool. A round 
will be completed once each shipper has received either its full CD or no capacity remains 
at the selected No firm shipper is excluded from this process, including those who 
now have specific receipt point rights. Their existing rights are to be included with all 

lo3& Order No. 636-A at 30,546. 

lo4The acceptance of these requests for service will be subject to the 
creditworthiness provisions. 

'051ndividual shippers would be allowed to select individual receipt points if they 
desire. El Paso will allocate this election by assuming the selection is to the closest pool 
and include the selection in that pools' pro rata allocation. 

lo6This is the same process approved by the Commission in the Topock order. 

lo7All shippers, including shippers who have current primary rights, are to 
participate in the pro-rata allocation. 
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other rights and allocated pro rata."' El Paso will then notify each shipper of the CD 
amount it received in each pool in the round. A subsequent round will begin with parties 
nominating any remaining CD amounts to remaining available capacity at available pools. 
Again, El Paso will assign capacity on a pro-rata basis until each shipper receives its full 
CD or no capacity remains at the receipt point. After the allocation process, each shipper 
will have specific receipt rights at individual pools. The aggregate receipt rights at any 
pool will not exceed the capacity at that pool so that pro-rata cuts should no longer be 
necessary, absent force majeure. 

After completion of the allocation process, El Paso must provide an opportunity for 
shippers to trade allocations of primary receipt point rights. This will allow shippers again 
to match supply contracts with receipt points where they are allocated capacity. Further, 
the Commission will require El Paso to modify its tariff to permit use of secondary receipt 
points as available. The Commission will further require El Paso to immediately allow the 
use of its California delivery points as receipt points in order to promote exchanges from 
off-system deliveries. 

El Paso will report the results of the conversion and the capacity rationalization 
process in a report to the Commission by September 3,2002. The report should include, 
by shipper, the initial conversion entitlements, the contract demands afier the capacity 
rationalization process, and the receipt point allocations. The new CD entitlements and 
receipt point allocations will be effective November 1,2002. 

The capacity allocation will not change the cost allocation of the system, except to 
the extent a shipper turns back capacity which is acquired by another existing shipper. 

In recognition of the Settlement provision that commits El Paso to provide the full 
requirements of the FR shippers through the term of the Settlement, we will require El 
Paso to give existing shippers priority for any new capacity that El Paso might propose to 
construct through the term of the Settlement. Additionally, through the term of the 
Settlement, we will require El Paso to accept turnback to meet growth in the needs of its 
existing shippers. At least once a year, El Paso must determine whether any existing 
shippers require additional CD allocations and to solicit turnback of capacity to meet those 
additional requests. Any shipper that acquires such turnback capacity would assume the 
demand charge responsibility for that capacity. 

lo80ther FR shippers and CD shippers have also elected specific rights given the 
choice. 
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We will require El Paso to amend its tariff, effective November 1,2002, to provide 
for refunds of demand charges to its customers on any day that El Paso is unable to deliver 
nominated CD volumes fi-om a primary receipt point to a primary delivery point. 

The remainder of the Settlement will remain in place (s, the Risk Sharing 
Mechanism, the fuel tracker, etc.). El Paso will continue to be responsible for crediting 
revenue to customers for the sale of fm capacity to reimburse shippers for the amounts 
they paid El Paso in the early years of the Settlement under the Risk Sharing Mechanism. 

F. Need for an Evidentiary Hearing 

Several FR shippers have argued throughout these proceedings that the 
Commission cannot resolve the capacity allocation issues on El Paso without first holding 
an on-the-record evidentiary hearing to resolve issues of material fact that they allege are 
relevant to an evaluation of the issues in these proceedings. Further, several commenters 
assert that the Commission must hold an evidentiary hearing to provide the parties with an 
opportunity to obtain through formal discovery operational data to enable them to propose 
an alternative to El Paso's methodology. In the comments filed in connection with the 
April 16,2002 public conference, several parties including the Arizona Corporation 
Commission, argued that the Commission should hold an evidentiary hearing prior to 
changing the capacity allocation methodology on El Paso. * 

APSPinnacle list 21 issues of fact that they assert cannot be resolved without a 
hearing. These include whether El Paso oversold its system, whether there is an implied 
limitation on the growth that can be added under the FR contracts, whether the amount of 
growth under those contracts was anticipated, what is the appropriate method of 
reallocating receipt point rights, whether the assumptions behind El Paso's studies are 
reasonable, and whether the current capacity issues will be alleviated by a market 
downturn or other external events prior to the expiration of the Settlement. 

Similarly, Southwest Gas argues that the Commission must hold a hearing to 
determine the exact operational capacity of El Paso, whether any shipper has been 
curtailed since the issuance of the Commission's decision in Topock, and if so, what injury 
resulted fi-om the curtailment. In addition, Southwest asserts that a hearing must be held to 
determine the intent of the parties with regard to FR service under the Settlement, whether 
the Settlements obligate El Paso to construct additional capacity to meet the needs of its 
shippers, and whether El Paso unfairly profited from the Settlement. Further, it argues, if 
an adjustment is made to FR service, there must be an evidentiary hearing to determine 
whether El Paso should be required to reimburse customers for risk sharing dollars. 
Southwest Gas also argues in Joint Complainants v. El Paso that the Commission cannot 
place limitations on the FR contracts without holding an on-the-record hearing under e 
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section 7(b) of the NGA to address the existing and futwe needs of the FR customers and 
the ability of these captive customers to obtain service in excess of the limitation imposed 
in their contracts. 

On the other hand, Indicated Shippers argue in their post-technical conference reply 
comments that an evidentiary hearing is not necessary to enable the Commission to 
prescribe just and reasonable capacity allocation procedures on El Paso. 

The Commission finds that an on-the-record trial-type hearing is not necessary to 
resolve the issues raised in these proceedings. As detailed above, the Commission has 
adopted just and reasonable procedures to permit the parties to establish reasonable 
entitlements under the new CD contracts and for allocating the existing capacity on El 
Paso. If the parties fail to agree on an allocation method, the Commission will establish 
appropriate entitlements based on current demands; it is not necessary for the Commission 
to conduct a hearing to determine the precise westward and eastward capacity on El Paso 
prior to determining a just and reasonable method of allocating existing capacity. 

Many of the issues that the parties allege require an evidentiary hearing have been 
resolved by the Commission as a matter of law or policy. Thus, the Commission has 
explained that the conversion of FR contracts to CD contracts is consistent with the 
Commission's duty to protect captive customers fi-om the monopoly power of the pipeline. 
In addition, the factual issues raised by the parties are either not in dispute or are not 
material to the Commission's ruling. There is no dispute that there has been significant 
growth in the takes of the FR customers, that the circumstances on El Paso have changed 
dramatically since the 1996 Settlement was approved, and that the current capacity 
allocation methodology on El Paso has resulted in routine pro rata cuts to firm service 
nominations. 

It is not necessary or material to the adoption of a just and reasonable capacity 
allocation methodology on El Paso for the Commission to determine whether El Paso has 
oversold its system, whether any shippers have been curtailed since the Commission issued 
its decision in the Topock proceeding, or whether the economic downturn or other external 
events might resolve the issues without Commission action prior to the expiration of the 
Settlement. Neither is it necessary for the Commission to hold a hearing to address alleged 
inadequacies in the studies submitted by El Paso. The parties have not been hindered in 
developing alternatives to El Paso's proposal. As set forth on Appendix A, there are a 
number of proposals before the Commission and many parties presented additional 
alternatives at the April 16,2002 public conference. The Commission has properly 
resolved the relevant issues raised by the parties as legal or policy issues, and a hearing is 
not required to resolve any disputed issues of material fact. 
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In TNMA Shippers v. El Paso, the TNMA Shippers filed a motion to require El Paso 
to respond to initial data requests. El Paso opposed the motion. Consistent with our 
determination that there are no material issues of fact in dispute that require a hearing, the 
discovery motion is denied. 

The Commission orders: 

(A) El Paso's full requirements contracts are converted to contract demand 
contracts, effective November 1,2002. 

(B) El Paso will file a report with the Commission by August 1,2002 if the parties 
cannot agree to entitlement levels, or by September 3,2002 to detail the results of the 
capacity rationalization process as directed in this order. 

(C) El Paso is directed to modify its Rate Schedule FT-2 to apply only to shippers 
taking less than 10,000 Dth/d. 

(D) El Paso is directed to amend its tariff, effective November 1,2002, to provide 
for demand charge credits to its firm customers whenever it is unable to transport 
nominated volumes for reasons other than force majeure. 

(E) El Paso is directed to amend its Order No. 637 compliance filing in this 
proceeding as directed in this order. 

(F) El Paso's capacity allocation proposal is accepted as modified in this order. 

(G) Joint Complainants' request for relief in Docket No.RP00-484-000 is granted in 
part and denied in part as discussed in this order. 

(H) TNMA Shippers request for relief in Docket No. WOO-486-000 is granted and 
denied in part as discussed in this order . 

(I) KN Marketing's request for relief in Docket WOO-139-000 is granted in part and 
denied in part as discussed in this order. 

By the Commission. 

( S E A L )  
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Magalie R. Salas, 
Secretary. 
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APPENDIX A 

The Capacity Allocation Proposals Before the Commission 

While the parties to these proceedings disagree as to the causes and best remedies 
for the capacity allocation problems on El Paso, all agree that firm customers are not 
receiving the firm service for which they contracted, and that some changes must be made 
on the El Paso system. In addition to El Paso, Southwest Gas Corp. (Southwest Gas), 
Southern California Gas Co. (SoCalGas), and Salt River Project Agricultural Improvement 
and Power District (Salt River) submitted comprehensive capacity allocation proposals for 
the El Paso system. Other parties have made suggested modifications to these proposals 
and counterproposals in their comments. The complaints also propose actions that El Paso 
should be required to take to resolve the capacity allocation issues. The proposals of the 
parties are summarized below. 

I. El Paso's March 28,2001 Capacity Allocation Proposal 

El Paso's proposal for a new system-wide allocation plan would allocate primary 
receipt rights for all FT-1 shippers at one or more of 20 pools. Primary receipt rights would 
be allocated to CD customers equal to their individual CD volumes and to FT-1 FR109 
customers equal to the billing determinants established in the 1996 Settlement. El Paso 
asserts that the billing determinants are the best proxy for the quantity of capacity rights 
each FR shipper subscribed to in the 1996 Settlement proceeding. In addition, under El 
Paso's proposal, FR shippers would have system-wide receipt rights for those volumes 
above their billing determinants used to serve primary delivery points. These system-wide 
rights for FR shippers would be scheduled as alternate rights but would be treated in 
scheduling as having a priority over any other firm contracts using alternate points, and 
ahead of all interruptible and overrun shippers. In other words, El Paso states, FT-1 FR 
shippers would have a primary secondary right to schedule all volumes they require above 
their billing determinant level. 

El Paso's proposal would modify the existing scheduling provisions of its tariff and 
allocate available capacity in the following order: 1) FT-2 Shippers using primary receipt 
and primary delivery rights; 2) FT-1 FR and CD shippers using primary receipt and 
primary delivery rights; 3) FT-1 FR shippers using alternate receipt rights and primary 

'"Rate Schedule FT-2 shippers, &, small load customers that pay volumetric 
rates, would continue to have system-wide receipt rights. El Paso states that the FT-2 
shippers' loads are small and assigning each of them very small quantities of primary 
receipt rights across a wide array of receipt locations would result in a hodgepodge of 
minimal receipt rights. ab 
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delivery rights; 4) FT- 1 CD shippers using alternate receipt rights and primary delivery 
rights; 5) FT-1 FR and CD shippers using primary receipt and alternate delivery rights; 6) 
FT-1 FR and CD shippers using alternate receipt and alternate delivery rights; 7) IT-1 
shippers using grandfathered agreements; 8) IT-1 shippers using first come first served 
agreements; and 9) authorized overruns. 

El Paso states that under its proposal, the amount of available capacity on its system 
to be allocated among all of its shippers would be determined using the summer flow sheet 
filed in El Paso's Line 2000 application in Docket Nos. CP00-422-000.110 El Paso states 
that summer flow sheets were chosen because they represent the amount of capacity 
available on a year-round basis due to the impact of ambient temperatures on available 
capacity. El Paso states that additional capacity made available by lower winter 
temperatures would be used to offset maintenance outages to the benefit of shippers using 
primary firm. capacity rights or, if not needed for that purpose, would be available to be 
used on an alternate firm basis or sold on an interruptible basis. 

El Paso states that, consistent with the methodology used in allocating capacity at 
Topock, Arizona,"' shippers would be permitted to elect receipt right preferences for 
allocating contract rights. El Paso would use a scheduling model to perform the allocation 
calculations. Shippers with receipt rights in a single basin would be allocated primary 
receipt rights pro rata among the pooling areas within that basin in proportion to each 
pooling area's design receipt capacity. All other shippers would be asked to provide to El 
Paso elections that specify receipt pools where primary rights are desired, the quantity of 
rights desired at those locations, and the locations to which those receipt rights are to be 
delivered. El Paso states that when all the elections have been received, they would be 
processed using the scheduling model to determine where elections exceed available 
capacity. All elections that exceed the available capacity at a particular location would be 
allocated pro rata using the current tariff provisions. El Paso states that after processing is 
complete, each shipper would be notified what portion of its election was successfully 
allocated. The shipper would then make an election among the remaining pooling areas in 
amounts not to exceed its unallocated capacity receipt rights. Any receipt capacity 
allocated to a shipper in an earlier round could not be reduced by the elections of shippers 
in later rounds. El Paso states that this multi-step, iterative process of elections and 
allocations would be repeated until each shipper's defined volumetric entitlement (full 
billing determinants or CD) was assigned to primary receipt locations. 

0 

"95 FERC 7 6 1,176 (200 1). El Paso states that the north mainline capacity is 
shown on flow sheet FERC 1042. The south mainline capacity is shown in the Line 2000 
filing. 

'"El Paso Natural Gas Co., 93 FERC 7 61,060 (2000). 
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states that there are currently 106 delivery points covered by FR agreements, and, as a 
result, the distribution of El Pasols delivery obligation changes daily. El Paso states that it 
cannot establish contract path rights on its system as long as the volumetric rights of 
shippers are not clearly specified. 

-3- 

El Paso does not propose to establish contract path rights on its system. El Paso 

El Paso asserts that its proposal will provide shippers with a greater degree of 
certainty in the scheduling process. However, El Paso states that there may be occasions 
when the distribution of the FR shippers' loads or a lack of displacement transactions will 
require El Paso to allocate capacity pro rata consistent with its tariff. 

As stated above, El Paso submitted additional information and studies on its 
proposal in conjunction with the technical conference. Specifically, El Paso prepared 
several studies in response to requests made at the July 18-19,2001 technical conferences. 
Each study allocates system receipt and delivery point capacity using the capacity 
allocation proposal filed by El Paso on March 28,200 1, but using varying assumptions. To 
simulate the allocation process, El Paso asked each FT-1 shipper to provide its supply 
preferences by ranking the proposed 20 pooling areas by order of desirability. If a shipper 
did not indicate a preference, El Paso used a default ranking. In each of the studies, El Paso 
allocated receipt point capacity up to the full contract demand for each current CD 
customer. The methodology used to allocate capacity to FR shippers varied fi-om study to 
study. 

In Study 1, El Paso allocated capacity to FR shippers based on non-coincident peak 
day demands, i.e., each customer's individual peak demand, during the test period for the 
Docket No. RP95-363-000 rate case. Study 1B allocated capacity based on coincident peak 
day demands, i.e., the system peak day, during the test period for the Docket No. RP95- 
363-000 rate case. Study 2 allocated capacity based on billing determinants agreed to in 
the 1996 Settlement. Study 3 allocated capacity based on non-coincident peak during the 
most recent 12 calendar months (July 2000 to June 2001). Study 3B allocated capacity 
based on coincident peak (b, system peak) during the same 12 month period. Study 4A 
based allocations on projected demand through the end of the Settlement (2005) regardless 
of whether the peak demand for such customer occurs in the winter or summer. Study 4B 
based allocations on projected demand based on the greater of the aggregate projected 
demand for the FR shippers reflected in Study 4A. Because the projections received by El 
Paso showed an aggregate winter load that was greater than the aggregate summer load, 
Study 4A was based on the projected winter loads for the FR customers. 

In response to requests made at the August technical conference, El Paso submitted 
four additional studies. Study 5A based allocations to FR shippers on Winter 2000-2001 
non-coincident peak demands. Study 5B was based on Summer 2000-200 1 non-coincident 
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peak demands. Study 6A was based on the average of the last five winter seasons' non- 
coincident peak demands. Study 6B was based on the average of the last five summer 
seasons' non-coincident peak. 

In addition, El Paso proposes to increase the number of pools from the current six 
pools to twenty pools, and shippers would elect as their primary receipt points one or more 
of these twenty identified pooling areas. El Paso states that it established the boundaries 
for its proposed pooling areas by analyzing supply areas on its system and determining 
which receipt points could be grouped together as having similar operational 
characteristics. El Paso states that it be€ieves that it has arrived at the right number of 
pooling areas to maximize shippers' flexibility in sourcing gas while working with the 
pipeline's configuration and its operational realities to provide more certainty in 
transportation services. 

El Paso states that it selected the use of pooling areas rather than individual receipt 
points for several reasons. First, El Paso states, use of all 141 individual receipt points on 
the system would result in shippers holding small and often impractical volumes of receipt 
rights. Second, El Paso states, it determined that using 20 pools instead of the current six, 
would enable El Paso to more closely follow the priorities set by the pooling entities. 
Finally, El Paso states, because the 20 pools are based on potential constraint points on the 
system, El Paso believes that using these pooling areas will reduce the number of shippers 
affected by individual physical constraints on the pipeline. El Paso states that to the extent 
that a constraint does occur within a pooling area, only those shippers with receipt point 
capacity in the pooling area where the constraint occurs would be affected. 

Comments on El Paso's proposal were filed by a number of parties.ll2 Generally, 
the FR customers, i.e., the EOC  shipper^,"^ APSPinnacle, El Paso Electric, Salt River, 

'"Comments were filed by Aquila Energy Marketing Corporation (Aquila), The 
Arizona Corporation Commission (Anzona Commission), Arizona Public Service and 
Pinnacle West Energy Corporation (APSPinnacle), the CPUC, Duke Energy Trading and 
Marketing (DETM), East of California (EOC) Shippers, Enron North America Corp. 
(Enron), Indicated Shippers, MGI Supply Ltd. (MGI), the Public Utilities Commission of 
Nebraska (Nebraska PUC), jointly by Sid Richardson Energy Services Co., Sid 
Richardson Pipeline, LTD., Sid Richardson Energy Marketing, LTD (collectively 
Richardson), PG&E, Salt River, Southern California Gas Co. (SoCalGas), Southwest Gas, 
and Williams Energy Marketing & Trading Co. 

'13EOC Shippers are Apache Nitrogen Products, Inc., Arizona Electric Power 
Cooperative, ASARCO, Inc., BHP Cooper, Inc., Arizona Gas Division of Citizens 

(continued.. .) 
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Richardson and Southwest Gas, and the Arizona Commission oppose El Paso's proposal to 
allocate capacity based on billing determinants. The CD customers, on the other hand, 
generally support allocating capacity to FR shippers based on billing determinants but 
object to the priority given to FR shippers in scheduling volumes above the billing 
determinants level. The comments of the parties are discussed in more detail below. 

11. Alternate Proposals 

Several parties offered alternative proposals in their post-technical conference 
comments. In addition, on November 13,200 1, Salt River filed a comprehensive capacity 
allocation proposal referred to as the "Strawman Proposal.'' Comments on the Strawman 
proposal were filed on December 7,2001. 

Southwest Gas, El Paso's largest FR customer, proposes to convert FR customers to 
contract demand service and permit FR customers to establish contract demands above their 
respective billing determinant levels by receiving an allocated share of the Line 2000 
capacity (230,000 Mcfld) and an allocated share of the Line 2000 Power-Up capacity 
(320,000 Mcf/d). The allocation of the Line 2000 capacity among the FR customers would 
be based upon cost levels that these FR customers have borne and continue to bear under 
the 10-year Settlement. Southwest Gas further proposes to cover the costs of the project 
through a surcharge to be imposed on the FR customers to recover the cost of service 
associated with the Power-Up capacity, as well as a base transportation charge. Southwest 
Gas' proposal includes a one-time trading procedure of monthly and seasonal capacity 
rights among converting FR customers. 

Under Southwest Gas' proposal, receipt capacity would be allocated to FR shippers 
based upon their non-coincident peak quantities using data from the most recent twelve- 
month period. Receipt capacity for the CD customers would still be based on their CDs. 
Capacity would then be allocated based on the ratio of a shipper's individual CD or 
noncoincident peak to the sum of all CD and noncoincident peak quantities. Both CD and 
FR shippers desiring to nominate above their allocated receipt capacity would have to 
nominate the excess in a second round of nominations. 

El Paso Electric proposes that El Paso be required to hold a special open season for 
FR shippers prior to allocating receipt capacity. Under this special open season, the CD 

13( ... continued) 
Communication Company, El Paso Electric Company, El Paso Municipal Customer 
Group, Phelps Dodge Corporation, PNM Gas Services, a division of Public Service 
Company of New Mexico, and Southern Union Gas Company. 
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shippers would be able to turn back capacity they no longer wish to hold, or simply release 
any excess capacity for a finite period of time. Only FR shippers would be permitted to bid 
for this capacity. Agreement reached tentatively in the open season bidding would be 
contingent on a FR shipper's willingness to convert its FR contract to a CD contract. If a 
FR shipper can acquire sufficient capacity either through turnback or release, then these 
shippers have the option to convert to a CD contract. This opportunity to convert status 
would be completely optional. Other proposals suggest capacity allocation on the average 
of the last five years non-coincident peak or on the basis of the higher of coincident peak 
for the past twelve months or billing determinants. 

On November 13,200 1, Salt River filed its proposal. Salt River states that under its 
proposal, CD customers would retain their current CDs, while FR shippers would convert 
to seasonal entitlements based upon their historic reliance on the system, but weighted 
toward present use.114 Under the proposal, Line 2000 capacity would be required to be 
brought into service promptly by El Paso, and El Paso would be directed to solicit turned- 
back capacity to meet shortfalls in firm requirements. The proposal provides for 
reservation charge credits for firm volumes not shipped. In addition, the proposal would 
allow shippers to segment their capacity on the Northern and Southern mainlines. The 
proposal would reduce the number of pools to two. A number of comments were filed on 
Salt River's propo~al."~ e 

14FR customers would be required to convert to seasonal CD service with 
entitlements based on historical non-coincident peak, weighted to reflect current usage. 
Salt River used historical data from El Paso's studies (Studies 5a, 5b, 6a and 6b) for the 5- 
year period 1995 to 2000 to calculate each FR shipper's average quantities. For CD 
customers, Salt River used the current CD (July 2001) in the calculations. In the 
allocation mechanism the 5-year average non-coincident peak and the 2000 non- 
coincident peak for FR shippers were averaged, for the summer and winter, respectively, 
thereby weighting the conversion quantity to the current period. The 5-year average was 
given the same weight in the calculation as the 2000 non-coincident peak, i.e., the most 
recent year was given the same weight as the average of the last five years combined. 

''5Comments Salt River's proposal were filed on December 5,200 1, by Arizona 
Commission, AEPC0,Citizens Communications, APSRinnacle, California Parties 
(California Parties are SoCalGas, San Diego Gas and Electric Co. and the CPUC), 
Conoco, DETM, Panda Gila, El Paso, El Paso Electric, El Paso Municipals Customer 
Group (EPMCG), Indicated Shippers, MGI, Oneok Energy Marketing and Trading Co., 
L.P. (Oneok), PG&E Energy Trading-Gas Corporation (PG&E ET-Gas), PG&E, Phelps 
Dodge Corporation (Phelps Dodge), Public Service Company of New Mexico (PNM), 
Public Utilities Commission of Nevada (PUCN), Richardson, Southern California Edison 

(continued.. .) 
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111. Joint Complainants v. El Paso 

On July 13,2001, in Docket No. RPO1-484-000, Joint Complainants,"6 a group of 
El Paso CD customers and the CPUC, filed a complaint challenging El Paso's capacity 
allocation procedures. These parties argue that El Paso has sold more firm capacity on its 
system than it can reliably provide, resulting in a violation of the pipeline's public service 
obligations and of its obligations under the 1996 Settlement. Joint Complainants assert that 
this alleged overselling of firm capacity, combined with the unlimited growth of the 
demands by the FR customers, results in unjust, unreasonable and unduly discriminatory 
services on the El Paso system, in violation of sections 5 and 7 of the NGA, as well as the 
Commission's regulations, the 1996 Settlement, and relevant principles of contract law 
which limit full requirements to reasonable levels. 

Joint Complainants ask the Commission to provide a three-part remedy to resolve 
these violations. First, they ask the Commission to convert the FR contracts to CD 
contracts at a reasonable CD level. Joint Complainants assert that if FR demand by EOC 
shippers is permitted to continue to grow without limits there will be further erosion of firm 
service provided to El Pasols CD customers. Joint Complainants assert that a reasonable 
CD level would be a level equivalent to each shipper's billing determinant, or, for a 
transition period, 1 10 percent of the billing determinant level. Alternatively, 
Joint Complainants state that each FR shipper should be given the opportunity to utilize a 
seasonal CD entitlement that, on an annual average basis, would equal its billing 
determinant. 

Second, Joint Complainants ask the Commission to order El Paso to expand its 
system to the extent necessary to enable it to meet its existing firm transportation 
obligations. Third, Joint Complainants ask the Commission to require El Paso to pay 
demand charge credits for firm volumes it does not transport for reasons other than force 
maj ewe. 

El Paso filed an answer to the complaint. In addition, Texas, New Mexico, and 
Arizona Shippers (TNMA Shippers) and APSPinnacle filed comments in opposition to the 
complaint. Comments supportive of the complaint were filed by Midwest United Energy, 

'15(. ..continued) 
Company (SoCalEd), Southern Union Gas Company (Southern Union) and Southwest 
Gas. 

Joint Complainants are Aera, Amoco, BP, Burlington, Conoco, Coral Energy, 116 

ONEOK, PG&E, Panda Gila, CPUC, SoCalEdison, SoCalGas, and Texaco. 
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L.L.C., Enron and Richardson. Southwest Gas filed comments in response to Enron's 
comments."' The arguments of the parties are discussed below. 

IV. Texas, New Mexico and Arizona Shippers v. El Paso 

On July 17,2001, in Docket No. RPO1-486-000, the Texas, New Mexico and 
Arizona Shippers'" (TNMA Shippers) filed a complaint alleging that El Paso violated the 
Natural Gas Act (NGA) and breached its contractual obligations to its customers by failing 
to maintain its facilities in a manner that will allow it to provide firm service up to 
certificated levels. The TNMA Shippers argue that El Paso has a legal obligation under 
Section 7 of the NGA and Paragraph 16.3 of the 1996 Settlement to maintain system 
capacity sufficient to meet all of its contractual commitments to provide firm transportation 
service. TNMA Shippers request that the Commission direct El Paso to show cause why it 
should not be required to augment the capacity available for transporting current customers' 
entitlements by dedicating the southbound capacity of its new Daggett-Ehrenberg line in 
California and the added capacity recently proposed for its Line 2000 for use by its existing 
firm transportation customers rather than for new customers. 

El Paso filed an answer to the Complaint. In addition, ONEOK, Indicated Shippers, 
SoCalGas, Richardson, and SoCalEdison filed comments on the ~omplaint,"~ and timely 
motions to intervene were filed by many of the parties participating in the capacity 

'171n addition, timely motions to intervene were filed by Aquila, Arizona 
Corporation Commission; AEPCO; Citizens Communications; Asarco and BHP; Dynegy 
Marketing and Trade (Dynegy); El Paso Electric; EPMCG; MGI; PG&E National Energy 
Group Companies; Phelps Dodge and Apache.; Phillips Petroleum Co. and Phillips Gas 
Marketing Co. (Phillips); PPL Energy Plus (PPL); New Mexico PSC; Nevada PUC; 
Saguaro Power Company (Saguaro); Southern Union; and Williams. Motions to intervene 
out of time were filed by Calpine Corporation (Calpine); DETM; Nevada Attorney 
General's Bureau of Consumer Protection; and Southern California Generation Coalition 
and Individual Members. 

'"The Texas, New Mexico and Arizona Shippers are Apache, AEPCO, Citizens 
Communications, BHP, El Paso Electric, EPMCG, Phelps Dodge, New Mexico PSC, 
Salt River, and Southern Union. For the most part, these shippers are full requirement 
customers located in Arizona, New Mexico, and Texas. 

' lgIndicated Shippers filed separate motions to intervene in this proceeding. 
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allocation proceeding.12' The Nevada Attorney General's Bureau of Consumer Protection 
and the Southern California Generation Coalition filed untimely motions to intervene. The 
arguments of the parties are discussed below. 

V. KN Marketing v. El Paso 

On December 16, 1999, KN Marketing (now ONEOK Energy Marketing and 
Trading Co., L.P.) filed a complaint with the Commission alleging that El Paso's allocation 
of firm mainline capacity on the east end of its system, i.e. the San Juan Basin to Texas, is 
unjust and unreasonable because El Paso sells firm capacity in excess of tbe available 
capacity. KN Marketing asked the Commission to order El Paso to refund all demand 
dollars KN Marketing has paid with respect to allocations that were not excused by force 
majeure in the East End. El Paso filed an answer to the complaint asserting that it has not 
oversold its system and that it has allocated its capacity consistent with its tariff, its 
contracts and the applicable Settlements. 

As stated above, in its order in Amoco Energy Trading Company v. El Paso Natural 
Gas Co.,121 the Commission held the issues raised in the KN complaint in abeyance 
pending examination of system-wide capacity allocation issues in El Paso's Order No. 637 
proceeding. 

e 

12'Aera, Amoco and BP, Aquila, Arizona Corporation Commission, APS/Pinnacle, 
ASARCO, Burlington, Calpine, Conoco, Coral Energy, DETM, Dynegy, El Paso 
Merchant Energy, L.P. (El Paso Merchant), Enron, Exxon Mobil Corporation (Exxon), 
MGI, Midwest United Energy L.L.C. (Midwest Energy), Nevada Attorney General's 
Bureau of Consumer Protection, Oneok, PG&E, PG&E National Energy Group 
Companies, Phillips, PPL, CPUC, Saguaro, Richardson, SoCalEdison, SoCalGas, 
Southern California Generation Coalition, Southwest Gas, Texaco and Williams. 

Timely, unopposed motions to intervene are granted by operation of Rule 2 14 of the 
Commission's Rules of Practice and Procedure. 18 CFR 385.214 (2001). 

'*l93 FERC 7 61,060 (2000), order on clarification, 93 FERC 7 61,222 (2000), 
order on reh'g, 94 FERC 7 61,225 (2001). 



0 APPENDIX B 

Summary of Comments Submitted Regarding the April 16th, 2002 Public Ca ference 

On April 16,2002, a public conference was held to receive feedback from all parties 
regarding alternatives to El Paso's capacity allocation proposal. In addition to the 
presentations made at the conference and recorded in the transcript, comments and reply 
comments were filed. As discussed in detail below, most CD shippers are generally in 
favor of converting FR service to CD service but request prompt action. The FR shippers 
oppose conversion and object to the proposed entitlements under the new CD contracts. 
Most of the parties oppose El Pasols proposal to increase the number of pools from 6 to 20. 

FR Conversion 

El Paso generally supports converting FR service to CD service and believes that use 
of system peak (the higher of December 12,2002 coincidental peak demand or the 1996 
Settlement billing determinants) is supported by the changed circumstances on El Paso's 
system. El Paso states that the allocation among FR shippers could be resolved at the 
negotiating table if the Cornmission institutes a capacity allocation mechanism. El Paso 
also is willing to assign rights at individual receipt points, agrees that the 1996 settlement 
should be kept intact to the maximum extent possible, and supports maintaining the FT-2 
rate schedule. El Paso offers to implement a capacity rationalization process (accepting 
turn back capacity to meet requests for increased capacity) and to "sculpt" or allow shippers 
to establish seasonal contract demands. Any remaining capacity requests could be met by 
the Power Up project which would add compression to its Line 2000 project and increase 
capacity by 320,000 Mcf7d. El Paso is willing to forego cost recovery for the above 
mentioned system expansion until the next rate case if it receives a presumption for rolled- 
in rate treatment and commitments from its shippers not to challenge the prudence of the 
project in the next rate case. 

OEMT, PG&E, PUCN, and Panda suggest that the Commission promptly order the 
conversion of FR contracts to CD contracts to restore certainty of flow for nominated firm 
service. Indicated Shippers, SoCalGas, Dynegy, and SCGC recommend capacity allocation 
changes as a necessary first step to pathing the system. Indicated Shippers state that the 
Commission should exercise its Section 5 authority to impose a reasonable limit on the 
demands of the FR shippers to convert their FR contracts to a defined quantity. CPUC and 
SoCalEd argue that allowing some FR shippers to take more service than they pay for is 
discriminatory and would shift costs to other customers resulting in some customers 
receiving less than what they pay for and others receiving more than they pay for. PUCN 
argues that existing CD customers should not be placed at a disadvantage to new CD 
customers in the allocation of capacity rights. SoCalEd argues that FR shippers should be 
converted to CD service at their BD level, or El Paso needs to build additional facilities. 
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The FR shippers>22 CPUC, Indicated Shippers, SoCalGas, SoCalEd, Southwest Gas 
and El Paso Electric believe there is insufficient capacity to meet core customer needs. All 
of these parties believe El Paso has violated the settlement by not providing new facilities 
to meet the needs of its customers. They assert that limiting full requirements service 
would result in a significant, adverse financial impact on the Southwestern economy as a 
whole. Southwest Gas states changes in capacity allocation constitute contract abrogation 
and would result in severe shortfall in service to its residential customers because it is not 
based on non-coincidental peak requirements. Arizona Corporation Commission argues a 
change in capacity allocation would be harmful to the citizens of Arizona. For example, 
realbcating pipeline capacity would reduce access to pipeline capacity, thereby depriving 
Arizona of the essential supplies of natural gas needed to generate electricity used to heat 
and cool homes and fuel industries during peak periods. In addition, any change in 
capacity allocation must acknowledge Arizona's growth in population and energy use. 
Arizona customers are captive geographically and contractually to El Paso who is the only 
pipeline that serves the middle and southern portion of the state. 

The FR shippers assert it is the Commission's most basic responsibility to protect 
captive customers from the exercise of market power. They argue that, given the removal 
of the price cap on capacity release, the releasing shippers are in a position to extort very 
high prices from all of the shippers desperate to meet their service needs without having 
alternative options and that shippers will be forced to purchase peak demand service at spot 
market clearing prices. The FR shippers point out that any pipeline capacity that is released 
will be available to all shippers, whether former FR shippers or others, so the former FR 
customers will have to outbid the merchant plants for pipeline capacity. 

SCGC, PG&E, El Paso Electric, and Southwest Gas state seasonal needs should be 
used as a basis to establish firm capacity rights of FR shippers. The FR shippers state that 
the selection of a single date as a basis for assigning pipeline capacity rights is by nature 
arbitrary and likely understates actual usage due to the cuts that El Paso has had on its 
system. EOC states that human needs and critical customers are being ignored because the 
use of coincident peak and scheduled volumes is discriminatory. EOC shippers argue that 
the BDs cannot reflect entitlement since they merely were numbers used to allocate cost in 
the last rate case. 

OEMT and Panda believe capacity rights should be rationalized and that El Paso 
should solicit capacity turn-backs from CD shippers. The FR shippers propose that all firm 
shippers on the system, both CD and FR, should specify the fm contract demand level of 

I2*Salt River Project, PNM, Phelps Dodge, EPMCG, Arizona Corporation 
Commission, Citizens Communications, APSPinnacle, and Southern Union. 
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capacity to which they are willing to commit. This election shall be binding and made 
within 6 months of FERC approval of settlement methodology. Second, any existing CD 
customer may reduce its current firm service capacity commitment on the El Paso system 
within 60 days, without penalty or exit fees. Any FR shipper may elect to terminate its 
agreement within 60 days, without penalty or exit fee. Third, all contract commitments 
from FR shippers committing to a specific CD level shall be for a term not less than 10 
years. Any current CD customer proposing an increase in its firm capacity rights shall 
commit to a contract term of not less than 10 years for all of their contracted capacity. 
Fourth, seasonality and voluntary capacity turnback should be pursued. Fifth, FR shippers 
believe adding pipeline capacity via additional compression would help alleviate capacity 
constraints. 

-3- 

CPUC contends that California shippers cannot turn back capacity without a formal 
hearing authorizing service abandonment. However, if turnback capacity is allowed at the 
California border, CPUC contends the California shippers should have the first option to 
that turnback capacity. Finally, CPUC argues that if turnback capacity becomes available, 
FR service should not include the ability to provide electric power generation service back 
into California, which is above and beyond their specific customer needs. Conversely, 
SCGC believes capacity turnbacks would help provide relief by making scarce capacity 
available for more efficient use. 

OEMT suggests that if the capacity turnback process is inadequate to meet all needs, 
El Paso should be required to construct additional capacity. El Paso Electric calls for El 
Paso to dedicate its Line 2000 to FR shippers and to build more facilities to meet the 
growing firm shipper demands. Southwest Gas recommends that: (1) El Paso be required 
to construct the Power-up capacity and allowed to recover its cost of operating that capacity 
through an incremental rate; (2) Power-up capacity be allocated among FR customers based 
upon a percentage of BDs or December 12,2001 coincidental peak throughput; and (3) 
primary contract holders be allowed to trade seasonal or monthly rights as part of a 
negotiating or iterative nomination process. Finally, Southwest Gas states that if the 
Commission eliminates FR service, it must permit those customers to schedule their new 
contract demand transportation to delivery zones (k, by defining their mainline contract 
quantities on a zonal basis, not on the basis of existing scheduling delivery points). 

Indicated Shippers, SoCalEd, SoCalGas, PG&E, and SCGC state that demand 
charge credits should be mandated for shippers that do not receive the FT capacity for 
which they have paid. Demand charge credits would give El Paso an incentive to expand 
its system to meet contractual obligations and a disincentive to sell additional FT service 
when it cannot meet its current FT obligations. 
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EPMCG shippers, who take service under Rate Schedule FT-2, support maintaining 

the status quo for FT-2 shippers. Indicated Shippers believe there should be some 
limitations to FT-2 service to provide certainty because their recent usage is nearly double 
their BDs. 

-4- 

PG&E and FR shippers suggest that the California delivery points should also be 
available as receipt points at which exchanges or backhauls from storage facilities or other 
pipeline systems could be more readily accommodated. Southwest Gas and FR shippers 
asks that El Paso be required to offer firm backhaul transportation from California points 
under existing transportation agreements. Indicated Shippers state that FR shippers should 
not be permitted to release capacity above their BDs. 

Timing 

Indicated Shippers and SCGC claim substantial financial harm because of El Paso's 
cuts in CD firm nominations. For the three-year period from 1999 through 2001, Indicated 
Shippers claim these cuts, as set forth in affidavits attached to their comments, have 
resulted in nearly $103 million losses of five types: (1) stranded demand charges and 
surcharges; (2) sellers' lost revenues; (3) buyers' increased costs; (4) additional manpower 
costs; and ( 5 )  other unquantifiable miscellaneous injuries. OEMT suggests that the 
Commission should act promptly on the damages pertaining to El Paso's failure to meet its 
firm service obligations to OEMT. SoCalEd and PG&E suggest that the Commission 
redress El Paso's past certificate and contractual violations. EOC shippers state that 
Indicated Shippers' calculations of financial harm do not consider the materially-increased 
profits that the shippers may have been able to achieve as a direct result of the shortages 
caused by El Paso's actions. 

FR shippers agree that El Paso should undertake the necessary steps for system 
expansion. FR shippers state that El Paso should determine a reasonable timetable and 
designate a date by which all firm capacity commitments will receive full service. EOC 
shippers strongly urge that there be an opportunity for discovery through settlement, or 
alternatively a hearing, protected by confidentiality through which serious settlement or 
hearing discussions could occw. 

FR shippers assert significant lead time for any remedy is needed to avoid 
operational chaos and to allow for finding some other way to get the same needed supply. 
CD shippers are concerned that the process may lag because FR shippers have an incentive 
to delay the capacity allocation process. EOC shippers suggest that before a settlement can 
be achieved, the Commission needs to establish the actual operational capacity on El Paso 
system and must determine whether El Paso has failed to meet its service obligations under 
the Natural Gas Act. El Paso replies that EOC shippers's are essentially announcing that 
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they have no intention to be part of any cooperative resolution to the capacity allocation 
issues. SoCalEd suggests that a new rate case to address all of the issues is necessary. 
SoCalGas suggests that an audit team consisting of members of the Commission Staff and 
representatives of CD and FT- 1 FR shippers be directed to audit nominations by FT- 1 FR 
shippers fiom January 1,2000, to the present. 

El Paso Electric states that if the Commission cannot adopt other FR shipper 
proposed remedies, the existing settlement should be dissolved and a new rate case filing 
should be ordered. As part of a new rate case, El Paso Electric suggests an open season 
where FR shippers determine their needed CD capacity on a seasonal basis and capacity 
turnback would take place. In the alternative, El Paso Electric recommends awarding FR 
customers a quantity up to the midpoint between their BD quantity and their NCP quantity 
on a seasonal basis. PNM, El Paso Electric, and Southwest Gas suggest the Commission 
issue an order clarifiing the outstanding legal and factual issues and setting the matter for 
hearing. 

Pooling 

Companies'23 argue that the Commission should reject El Paso's proposal to move to 
twenty pools. Companies contend El Paso's pooling proposal to increase the number of 
pooling points from 6 to 20: (1) reduces and restricts liquidity; (2) limits shipper flexibility 
to purchase gas, with no increased benefits; (3) would not reduce the number of 
transportation cuts on the El Paso system; (4) is counter to the goal of certainty of flow for 
firm service on El Paso; (5) reduces the number of buyers and sellers in each pool; and (6) 
creates fewer and incomplete pricing mechanisms. Companies also argue that allocating 
system capacity alleviates El Paso's stated need to create 20 pools. Further, OEMT 
contends that El Paso's proposal relies on receipt point capacity where little or no physical 
ability to receive gas exists. OEMT suggests that the Commission should establish contract 
paths on the system to facilitate capacity release as envisioned by Order Nos. 636 and 637. 

Companies suggest that El Paso be required to allocate receipt rights among only the 
current six pools, which would resolve the bulk of the allocation problems on El Paso's 

123The following companies include producers, local distribution companies, 
gatherers, end users, generators, and marketers, and also include both CD and FR 
customers: PG&E; DETM; Aquila; Coral Energy; Dynegy Marketing and Trade; Conoco; 
Texaco; Salt River Project; Energy Advocates LLP; MGI; Williams Energy Marketing & 
Trading Company; Southern California Generation Coalition; Richardson; SoCalGas; 
Indicated Shippers; Southern California Generation Coalition; Southwest Gas; and - _  

ONEOK. 
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system without negatively impacting gas competition. Panda Gila states that the proposal 
to increase the number of production area pools from 6 to 20 should be deferred, pending 
the outcome of other changes on the El Paso system (k, elimination of the FR contract 
status and assignment of specific pool rights). 
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APPENDIX C 

Summary of Affidavits Submitted by Contract Demand Customers 

In Docket No. RPO1-484-000, Joint Complainants filed copies of affidavits of Penny 
Barry of BP Energy Company (formerly Amoco Energy Trading Co.), Robert Eason of 
Burlington Resources Oil & Gas Company, Nicholas Rassinier of Conoco, Inc., and 
Donald Lindquist of Texaco Natural Gas Inc. that had been previously filed in the 
proceeding in Amoco Energv Trading v. El Paso Natural Gas, Docket No. RP99-507-000, 
to show financial harm. Joint Complainants filed a second set of more recent affidavits on 
behalf of BP Energy, Burlington, Conoco, ONEOK, and Texaco to show that this harm has 
continued since the filing of the earlier affidavits. The affidavits set forth the level of cuts 
that these CD shippers have experienced on El Paso. 

In its comments submitted at the public conference on April 16,2002, Indicated 
Shippers provided additional updated infomation in affidavits attesting to the financial 
harm suffered by BP Energy, Burlington, Coral Energy and Aera, Occidental Energy 
Marketing Inc. (OEMI), and Texaco for the period fiom January 1,1999 to December 3 1, 
2001. The affidavits allege five types of financial harm, i.e., stranded demand charges, lost 
marketing revenues, increased costs associated with finding replacement supplies, 
additional manpower costs, and other miscellaneous costs, such as loss of contracts and 
missed marketing opportunities. 

Finally, in response to a May 8,2002 data request, additional documentation was 
filed by Indicated Shippers and SoCalGas. 

The affidavit and additional documentation are summarized below by company. 

BP Energy 

The initial affidavit submitted for BP Energy (formerly Amoco Energy Trading Co.) 
in Docket No. RP99-507-000 states that at the time of the filing of the complaint in that 
proceeding, Amoco and Burlington had experienced cuts in Cycle 1 nominations as high as 
57 percent at Topock. For the month of August 2000, Amoco's cuts for that delivery point 
averaged 48 percent, and cuts for gas nominated fkom San Juan to the east end averaged 33 
percent. The affidavit states that financial harm to h o c 0  grew fkom $1 to $2 million 
annually to more than $6 million since K"s complaint filed against El Paso on December 
16, 1999. 

The second affidavit submitted on behalf of BP Energy states that it continues to 
experience significant cuts in its seven transportation contracts with El Paso for firm 



Docket No. WOO-336-002, 4. -2- 

transportation service from San Juan, Permian and Anadarko basins to SoCalGas/Topock, 
Mojave/Topock, PG&E/Topock and SoCalGasEhrenberg. Cuts for the period January 1, 
2001 through June 30,2001 averaged approximately 16% or 18,000 Dth/d, which in turn 
resulted in stranded demand dollars of $299,000 for BP Energy and another $414,000 for 
the contracts under which BP Energy ships or manages as agent. In addition to these 
stranded demand costs, BP Energy states that it suffers financial harm consisting of lost 
revenues fiom being forced to find other less attractive markets for its production, or 
having to curtail production due to lack of alternative markets. 

The affidavit submitted at the public conference on behalf of BP asserts that for the 
period January 1, 1999 through December 3 1,2001, Cycle 4 cuts were 40,063,202 MMBtu. 
This is gas that BP nominated on El Paso, for which demand charges were paid, and El 
Paso was unable to deliver at primary delivery points. The affidavit further states that the 
total stranded demand charges related to CD volumes that were not scheduled were 
$10,132,998. Total lost revenues for BP associated with having to find other markets for 
gas (i.e., the difference between actual sales price to those other markets and the first of the 
month cost of gas plus any additional transport costs for moving to alternate markets) were 
$28,989,212. There were additional manpower costs and miscellaneous costs and harm 
associated with these cuts, such as missed opportunities. 

e Burlington 

In the initial affidavit Burlington states that for the summer months of 2000, cuts 
under Contract No. 97YG (into SoCalGas/Topock) peaked at 66% in June, 58% in July and 
58% in August. Cuts under Contract 97YW (SoCalGasEhrenberg) peaked at 45% in June, 
47% in July and 47% in August. Cuts under Contract No. 97J4 (into Waha and other points 
on the east end of El Paso's system) peaked at 45% in June, 41% in July and 5 1% in 
August. Burlington states these cuts have caused significant financial harm, but offers no 
cost data in support. 

The second affidavit submitted on behalf of Burlington states that for the three- 
month period since the reallocation of delivery rights at the SoCalGas/Topock delivery 
point effective April 1,2001, nomination cuts for Burlington of gas sourced from San Juan 
under Contract No. 9M7Z averaged 26%, and nomination cuts of gas sourced from Waha 
averaged 5%. Nomination cuts of gas sourced from San Juan under Contract No. 97YW 
averaged 35%, nomination cuts of gas sourced from Waha averaged 5%, and nomination 
cuts of gas sourced fi-om San Juan under Contract No. 97J4 averaged 10%. The affidavit 
further states that Burlington Resources' overall San Juan basin cuts over this period 
averaged 2 1 %. 
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The affidavit submitted at the public conference on behalf of Burlington states that 

for the period January 1,1999 through December 3 1 , 200 1 Burlington incurred cycle 1 cuts 
in excess of 150 Bcf, cycle 4 cuts in excess of 145 Bcf, and total stranded demand charges 
of $17,964,434. 

Conoco 

In the initial affidavit Conoco states that for the time period from May 1,2000, 
through August 18,2000, the cycle 4 scheduling cuts for Conocok fm transportation 
contract with El Paso (9DWE back-had firm Havasu transport) were 14% for May, 26% 
for June, 27% for July and 37% for the first 18 days in August. Similar to Burlington, 
Conoco states these cuts have caused significant financial harm, but offers no supporting 
cost data. 

The second affidavit submitted on behalf of Conoco states that for the time period 
March 1,2001 through June 30,2001, the cycle 4 scheduling cuts under Conocok Contract 
No. 9DWE were 37% for March, 40% for April, 10% for May and 15% for June. 

Texaco 

In its initial affidavit Texaco states that it has been cut since July 2000 an average of 
50,000 to 60,000 MMBtu/d on Cycle 1 nominations for its 179,000 MMBtu/d of firm 
transportation on El Paso's system, with a delivery point at Topock, allowing for deliveries 
into Mojave, PG&E, and Southwest Gas. This represents a 34% cut of its firm 
transportation. Cycle 2 nominations have been cut by an average of 20,000 MMBtu/d. It 
was cut 12,500 MMBtu/d in July 2000 and 18,800 MMBtu/d in August 2000, resulting in 
financial harm of $350,000 in transportation demand costs. In addition, it has had to utilize 
4 nomination cycles in order to flow as much transportation as possible, and purchase 
Permian gas at a premium price on cycles 2 and 3, resulting in additional costs of millions 
of dollars to Texaco and its affiliates. Two of Texaco's long-time fuel suppliers have 
notified it that they will no longer sell natural gas to Texaco because it is an unreliable 
buyer, unable to flow gas on a consistent basis. 

The second affidavit submitted on behalf of Texaco states that between 
January 1,200 1, and July 9,200 1, Texaco incurred $1 million in stranded transportation 
demand costs, which does not include the cost to buy more expensive gas at the California 
border to cover the gas that did not flow. The average daily stranded f m  transportation 
was as follows: 2,248 MMl3tu/d in January; 5,002 MMBtu/d in February; 13,534 MMBtu/d 
in March; 18,239 MMBtu/d in April; 35,580 MMBtu/d in May; 20,384 MMBtu/d in June; 
and 18,096 MMBtu/d from July 1-9. 
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over the past three years, stranded transportation demand fees have resulted in $4.2 million 
in stranded costs, and that Texaco experienced an estimated $34 million (inclusive of 
stranded demand costs) needed to replace gas that did not flow under the firm 
transportation agreement with Texaco. 

The affidavit submitted at the public conference on behalf of Texaco asserts that 

ONEOK 

The affidavit submitted on behalf of ONEOK states that scheduling cuts for seven 
contracts of ONEOK for the period March 2001 through June 2001 were as follows: for 
Contract No. 9DQH, 5% in March, 13% in April, 1 1% in May and 21% in June; for 
Contract No. 9KQX, 8% in March and April, 15% in May and 3% in June; for Contract No. 
9M8X, 22% in April, 20% in May and 49% in June; for Contract No. 9M88,23% in April, 
10% in May and 2% in June; for Contract No. 9M89,19% in April, 18% in May and 2% in 
June; for Contract No. 9MG6,9% in April, 11% in May and 2% in June; for Contract No. 
9M84, 10% in April, 9% in May and 35% in June. 

Coral and Aera 

Similarly, the affidavit submitted at the public conference on behalf of Coral and 
Aera states that Cycle 4 cuts for this period where Coral or Aera was the shipper were 
6,013,222 Dt, and the total stranded demand charges were $659,992. Lost revenues 
associated with having to find alternative markets were $797,204.95, and lost revenues 
associated with having to find alternate suppliers were $2,966,463. The affidavit also states 
that there were additional costs associated with manpower. 

OEMI 

The affidavit submitted on behalf of OEMI states that for the period of January 1, 
1999 through December 3 1,2001,OEMI experienced total volume cuts of 1,2 12,394 
MMBtu and total stranded demand charges of $432,590. Lost revenues associated with 
having to find alternative markets were $1,079,338. The affidavit further states that O E M  
incurred additional manpower costs. 

SoCalGas 

In its May 15,2002 data response, SoCalGas provided calculations supporting its 
claim of stranded demand charges. SoCalGas calculates that total stranded demand charges 
resulting from Cycle 4 cuts (taking the difference between what was nominated in Cycle 1 
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and what was scheduled in Cycle 4) were $27.8 million for the years 1999 through 2001. 
SoCalGas estimates its replacement costs of gas to be $164 million for those years. 

-5- e 
Indicated Shippers 

In its May 15,2002 data response, Indicated Shippers filed additional data in the 
form of invoices and further explanation to substantiate the earlier affidavits filed by BP 
Energy, OEMI, and Texaco. BP Energy points out that one of its transportation contracts 
(97JB) has the San Juan Basin as its only primary receipt point yet it consistently receives 
monthly curtailments. Texaca elaborates that it was damaged in 32 out of 36 months and 
stranded almost 12 Bcf of gas transportation. 
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>ATE OF HEARING: August 2,1995 

’LACE OF HEARING: Phoenix, Arizona 

DOCKET NO. E-1032-94-425 

DOCKET NO. E-1032-95-079 

DECISION NO. 59 3 9 

)RESIDING OFFICER Lyn Farmer 

N ATTENDANCE: Marcia Weeks, Commissioner 

APPEARANCES: Beth Ann Burns, Associate General Counsel, on behalf of Citizens 
Utilities Company; 

Elaine Williams, Chief Counsel, on behalf of the Residential UtiIity 
Consumers Office; and 

Janet Wagner, Staf€ Attorney, Legal Division, on behalf of the Arizona 
Corporation Commission. 

BY THE COMMISSION 

On December 12,1994, Citizens Utilities Company (“Citizens” or “Company”) Northem Arizona 

Gas Division (‘WAGD’’) filed an application with the Arizona Corporation Commission (“Commission”) 

for approval of the proposed tariff for the Negotiated Sales Program (VSP’’). 

On February 21,1995, Citizens NAGD filed an application with the Cornmission to approve a 

decrease in the Purchased Gas Adjustment C‘PGA”) rate to a negative $0.01 per therm, establish a trust 

fund account for the over-recovered bank balance, and permit cost recovery of 1,600 dekathenns (“Dth”) 
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DOCKET NO. E-1032-94-425 ET AL. 

I f  capacity for the Flagstaff, Arizona service area. By Procedural Order dated April 18,1995, the above- 
1 zptioned matters were consolidated. By Procedural Order dated June 7,1995, a hearing in this matter 

 as set for August I, 1995. Upon Staff‘s Motion to Continue, the hearing was rescheduled to commence 

Jn August 2,1995. 

In Decision No. 59120 (June 8, 1995) the Commission ordered that the Company’s PGA rate 

k e a s e  hrn a positive $0.027 per therm to a negative $0.04 per therm until a final decision is reached 

in this proceeding, in order to slow the growth of the over-collected bank balance. The Commission also 

ordered a one-time r e h d  of $5,000,000 of the over-collected bank balance. 

On August 2, 1995, a hearing was held before a duly authorized Hearing Officer of the 

>ommission in Phoenix, Arizona. At the conclusion of the hearing, the Hearing Offlcer took the matter 

mder advisement pending submission of a Recommended Opinion and Order to the Commission. The 

?arties filed their post-hearing briefs on September 14, 1995. 

I)ISCUSSION 

In July 1990, the predecessor owner of the NAGD, Southern Union Gas (“SUG”), entered into 

a contract for firm capacity with the Transwestern Pipeline Company (“Transwestern”). The contract 

provided, in part, for a maximum daily quantity of 25,000 Dth of capacity: 10,000 Dth for delivery to the 

Kingman service area and 15,000 Dth for the Flagstaff sen6ce area. At the time of contracting with 

Transwestem, SUG had a full requirements contract with another pipeline, El Paso Natural Gas (“E1 

Paso”). In 1991, Citizens acquired the NAGD and assumed the contractual relationships of SUG 

pertaining to the Ei Paso and Transwestern pipelines. Decision No. 57647 (December 2,1991) approved 

CiGzens and SUG‘s joint application for transfer of assets and Certificates of Convenience and Necessity, 

and also subjected Citizens to those terms and conditions previously imposed upon SUG by the 

Commission concerning its PGA mechanism. 

At issue in Citizens’ rate case filed May 3,1993, was the propriety of passing pipeline charges 

fiom Transwestem through the PGA mechanism to ratepayers. The Commission determined in Decision 

No. 58664 (June 16,1994) that “SUG’s decision to contract with Transwestern for a second source of 

q p l y  was prudent, but that full recovery of the Transwestern reserration charges is precluded since a 

DECISION NO. 59 399 
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ortion of the contract quantity of 25,000 Dth represents unreasonable excess capacity.” The 

:ommission ordered that the Company exclude h m  its PGA as fixed reservation costs all Transwestern 

eservation costs charged for daily capacity in excess of 8,400 Dth for service to Kingman. The 

:ommission also disallowed recovery in the PGA the daily capacity in excess of 1,460 Dth for service 

o Flagstaff “continuing until Citizens has installed distribution facilities to pennit full access to the 

5,000 Dt.4 of Transwestern capacity at Flagstaff.’’ 

Subsequent to the issuance of Decision No. 58664, in November and December of 1994, the 

Sompany placed in service expanded distribution facilities which allow the Company to fully access the 

hnswestern capacity reserved for service to Flagstaf€. Also subsequent to the issuance of Decision No. ~ 

58664, the Company entered into an agreement with Transwestern to amend its transportation contract 

:o provide for maximum daily deliveries to Flagstaff of 16,600 Dth, a n  increase which represents the 

msignment of 1,600 Dth of capacity previously assigned to Kingman. As a result of the amendment 

h e  total contract quantity remains 25,000 Dth, with 8,400 Dth assigned to Kingman and 16,600 Dth 

assigned to Flagstaff. 

On June 30, 1995, E1 Paso tiled an application for a rate increase with the Federal Energy 

Regulatory Commission (“FERC”) to recover deficiencies resulting in part from the step down of 

300,000 Dth per day of Southern California Gas Company capacity. As a result of using the 

Transwestem capacity, Citizens has reduced its dependency on El Paso as reflected in its El Paso billing 

determinants being lowered by 22 percent, from 54,905 Dth to 42,599 Dth.* The Company projects that 

the El Paso reservation rate will increase by seventy percent, h m  $5.5260 to $9.4098. It is expected that 

the rates will go into effect, subject to refund, on January 1,1996. 

The Company believes that Decision No. 58664 authorized it to begin recovering the Flagstafl 

capacity costs in the PGA once it had installed the facilities allowing access to that capacity. In 

December 1994, the Company began including in the PGA bank balance all of the Tranmtestern capacity 

charges associated with Flag&, which has had the effect of offsetting (reducing) the Company’s over- 

collected bank balance. As of May 1995, the Company had included $688,359.54 of these costs in t h e  

Although the bdling determinants have been lowered, Citizens must still pay El Paso foi 1 

the higher amount until the billing determinants are adjusted in Et Paso’s pending rate application. 
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GA, and by year-end 1995, will have included approximately $1.5 million. 

i 
With this application, the Company requests full recovery of the Transwestern charges because 

believes that the capacity is fully utilized to serve current customers, provides long-term economic 

enefit to current and futute customers, and through diversification of supplies, has substantially 

nproved the reliability of service and reduced dependency on El Paso. 

Staffbelieves that even though Citizens now has access to all the Transwestern capacity, a portion 

f the total pipeline capacity currently under c o n a t  d not used and useful.’ According to Staff, 

lthough the Transwestern contract has allowed CitizenS to displace El Paso capacity, the cost of capacity 

jurchased fiom El Paso has not and will not be reduced until the El Paso billing determinants are 

tdjusted in the pending El Paso rate case at the FERC, and until such time, the capacity charges paid to 

3 Paso and Transwestem are duplicative. Staff recommends that the current capacity surplus should be 

xiced at El Paso capacity charges, and the cost of excess capacity should be shared equally between the 

Zompany and its ratepayers. According to Staff, this would result in a disallowance of approximately 
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E50,OOO per month. Staff and Citizens believe that once the El Paso billing demand is adjusted 

iownward, then the “excess capacity” issue and disallowance should no longer exist. Staffmmmends 

that this disallowance begin with December 16,1994, the date that Citizens informed the Commission 

that the necessary Flagstaff distribution facilities were in place, and continue until such time as the El 

Paso billing demand decreases to approximately 42,599 Dth, which is anticipated to occur on January 

1, 1996. 

RUCO dbagrees with the Company that DecisionNo. 58664 authorized the Company to begin 

including in the PGA all disallowed costs associated with the Transwestern pipeline capacity in the 

Flagstaff area upon completion of facilities necessary to provide access. RUCO concludes that the 

Commission has not authorized the Company to recover any of the disallowed Transwestern capacity 

costs, and, accordingly, the ratepayers are entitled to a refimd of the fidl amount that has been recorded 

in the PGA. Furthermore, RUCO also argues that a decision to change the PGA rate to allow recovery 

of Flagstaff capacity in this proceeding would violate sound regulatory principles that preclude 

a Staff calculates the excess capacity to be 18,110 Dth. 

4 DECISION NO. 59399 
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V retroactive adjustments to established rates and would conflict with rulings in Scates . &iz. Corp. 

Cornm’n, 118 Ariz. 531,578 P.2d 612 (Ariz App. 1978) and with Arizona’s constitutional provisions 

;=ding ratemaking. 

We find that Decision No. 58664 did not automatically authorize Citizens to collect the 

answestern capacity costs in the PGA once it had established full access to the Flagstaff Transwestern 

pacity. Finding of Fact No. 23 found that because a portion of the contract quantity of 25,000 Dth 

presented unreasonable excess capacity, fid recovery of the Transwestern reservation charges was 

zcluded. Finding of Fact No. 28 agreed with S W s  recommendation to disallow 90.27 percent of the 

intracted capacity for F lagM.  This 90.27 percent disallowance was to continue until the distribution 

icilities were installed. Once the facilities were in place, then the question of the amount of “excess 

ipacity” needed to be addressed. This is the issue that must be decided in this proceeding? We do not 

elieve that a change in the amount of the disallowance would violate ratemaking principles or tht. 

:onstitution because, as a practical matter, although Decision No. 58664 postponed the determinatior 

d the disallowance until the facilities were in place, it put everyone on notice that such a detemhatior 

vould be made and was considered during the setting of rates in that proceeding. 

The real issue that needs to be decided is who should bear the cost of this additional capacity 

h e  additional capacity has resulted in an increase in the total amount Citizens pays for capacity, but i 

las also resulted in reducing Citizens’ dependence on Ei Paso by lowering the billing demand on the E 

?as0 pipeline and thereby ameliorating expected El Paso rate increases; it fias improved reliability o 

service and placed pressure on El Paso to improve service quality; and has provided the opportunity fc 

obtaining lower cost gas supplies. 

RUCO’s recommendation to totally disallow the cost of the Transwestern capacity fails to 

recognize the benefits associated with having a second pipeline supplier. Given these benefits, it is not 

appropriate to disallow all the Transwestern capacity charges. After weighing these costs and benefits, 

we believe that the Staffrecommendation to share the costs of the excess capacity between ratepayers 

and shareholders recognizes these benefits and represents a fair way to apportion these additional capacity 

The tern “excess capacity” is a misnomer in the sense that as long as Citizens has a fidl 
requirements contract with El Paso, any additional capacity fiom other sources is excess. 

. 5  DECISION NO. 5939 9 
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sts. We find that the appropriate costs to be shared are the capacity charges for the 15,140 Dth4 priced 

El Paso capacity charges fiom December 1994 forward until the billing demand is lowered as 

scussed above? The PGA bank balance to be refunded should be adjusted to reflect the accumulated 

ipacity disallowance from Decemer 16, 1994 through December 31, 1995. If the billing demand is 

wered on January 1, 1996, then no further “per therm” disallowance is necessary. If however, the 

lling demand does not decrease to 42,599 Mh or less on January 1,1996, a per them disallowance of 

:gative %.bo54 should be added to the transportation and variable demand cost component of the PGA. 

Any variance from the anticipated billing demand amount andlor effective date will require the 

:ommission to re-evaluate at a later proceeding whether or not the entire 15,140 Dth should be 

isalIowed from January 1,1996 forward. We find that this is a reasonable and appropriate method ta 

pportion the costs and accordingly, we will deny Citizens’ request to allow it to offset the disaIlowances 

gainst ady savings which may be realized in the future under the Transwestern contract. 

’GA REVISTON 

Citizens has experienced several sizable fluctuations in its bank balance in the last few years thal 

iave resulted in both under-collections and over-collections. According to the Company, these swings 

n gas cost recovery cause rate instability for customers, earnings volatility for the Company, and result 

n rates that do not track the cost of service and do not send the appropriate price signals to customers. 

In order to make the PGA operate more effectively, both Staff and Citizens proposed revising the PGA. 

The proposed revisions will establish four PGA components: the commodity costs; the commodity cost  

bank balance; the transportation variable and demand costs; and the tmnsportation variable and demand 

costs bank balance. The following proposed revisions were not opposed by any party: 

... 

‘ This is the current capacity disallowance established in Decision No. 58664. Although 
thcn was some testimony concerning the appropriate service reliability standard, we do not believe that 
the evidence on the record is sufficient to make such a determination at this time, nor is such a 
determination necessary in this proceeding. However, Citizens should be aware of this potential issue 
in fixture proceedings and &odd note the discussion in Staf€‘s Brief concerning this issue. 

All parties agreed that the capacity should be priced at El Paso rates. This results in a 
disallowance of approximately $45,000 per month. 

6 DECISION NO. 
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tv costs 

The PGA rate would include a commodity cost component that would change monthly, based 

ipon the rolling twelve month average of actual purchased gas costs! The monthly report filed by the 

:ompany will include the cost and quautity of gas purchased during the most recent twelve months and 

he commodity component of the PGA rate will be adjusted after Staff completes its review and approval 

,f this data A triggering mechanism would precipitate Commission review ifthe monthly commodity 

ate varies &om the base commodity rate by more than $0.03 per therm. A cost change that triggers this 

nechanism will become effective up to plus or minus $0.03 per them and inclusion of the remaining 

mrtion of the change (i.e., the amount in excess of the trigger) will be deferred pending the outcome of 

he Commission’s review. 

,OIllRIO ditv Cost Bank B alance F 

The Company proposes to create a bank balance that wodd monitor the differences between the, 

zommodity costs included in the PGA rate and the actual commodity costs incurred. The commodity cost 

component of the PGA rate would be adjusted each month to reconcile that bank balance. There would 

be a two month lag in the reconciliation due& allowance far receipt, review, and recording of supplier 

invoices? 

The treatment of transportation and demand costs would not change. These costs would continue 

to be included in the base cost of gas at the rate established by the Cornmission. As is currently the case, 

the Company will file a PGA case immediately following any known and measurable change in 

transportation costs that represent a 7.5 percent increase or decrease from the authorized transportation 

demand rate. 

V-d Cost 

The reconciliation of transportation demand costs will remain the same as under the current 

clause. The difference between the transportation demand costs included in the PGA and the actual 

This rolling average would replace the current requirement of foI.ecasting future gas prices. 

For example, the commodity cost bank balance for January wodd be reconciled in the ’ 
M ~ C I I  commodity cost cimponent of the PGA rate. 

’ 7  DECISION NO. 59397 
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ansportation costs incurred by the Company will be maintained in a separate, transportation variable 1 
Id demand cost, bank balance. The bank balance will accrue until the trigger point is reached, at which 

me the Commission will review and reconcile the accrued balance. 

Although RUCO did not oppose the changes to the PGA, its witness did express reservations 

bout customer understanding and response to the monthly change in the PGA rate. The Company 

idicated that it will undertake notification by bill insert and continue to inform and educate customers 

bout the revised PGA mechanism. The revisions will require Staff to closely monitor the Company's 

ionthly reports and venfy the bank balance reconciliations. The revisions do not in any way modify or 

npede the Commission's ability to review these costs and bank balances during a PGA review or rate 

iroceeding. The Company stated that should a PGA case or rate proceeding not otherwise occasion a 

eview, it would not object to a requirement for an a n n d  PGA review and hearing. 

We agree with Staff and the Company that the proposed revisions to the PGA (including the 

nonthly commodity rate and the commodity cost bank balance reconciliation) will allow customers to 

i 

nake more informed usage choices than with the current PGA mecfianism's refiance on refunds and 

zldjustments that do not correspond as closely in time to prevailing market conditions. Accordingly, we 

Will approve these unopposed PGA revisions. 

TREATMENT OF cxJItREN"T BANK B*Id.@m 

In its PGA application, Citizens requested that the Cornmission approve the establishment of an 

interest bearing trust fund account for the over-coilected bank balance and that it be used to offset the 

effect of new rates expected to result fiom Citizens' now pending application for a rate increase. Citizens 

withdrew the proposal a f k  the Commission issued Decision No. 59120 which ordered a five million 

dollar refund of the then overallacted bank balance. 

The Company now recommends that ifthe Commission adopts the proposed PGA revisions, then, 

as of the date the new mechanism becomes effective, the existing balance be hzen and "moed out" by 

bill credit or refund to customers. The Company believes that this would help in the transition &om an 

accrual account to the establishment and maintenance of s q m a t e  bank balances for the commodity cost 

component and the transportation variable and demand cost component of the PGA. 

We agree with the Company. As of January 1,1996, the Company should establish the new 

8 DECISION NO. 5739 9 
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:parate bank balances, each with a balance of zero. The existing over-collected PGA bank balance, as 

ijusted for the Transwestern capacity disallowance, shall be refunded to customers through one-time 

hecks to be issued no later than March 18, 1996, and should be prorated to customers based on usage 

x the twelve month period beginning January 1,1995 through December 3 1,1995. Citizens shall appIy 

ie amount of any refund owed as a bill credit for those accounts that became delinquent and were 

isconnected during the 12-month period; not issue a check for a refund less than $1 .OO; and withhold 

‘ve costs of the refund, including the cost of the checks, processing costs, and ze estimated admtnlstratr 

naiIing and postage expenses pending final recommendation and audit by Commission S W .  

. .  

m m  
In its application in Docket No. E-1032-94-425, Citizens requests approval of a tariff to provide 

I new type of service, the Negotiated Sales Program (‘WSP’’). Through the NSP, Citizens would offer 

:o obtain the gas supply requirements for its transportation customers. The application identified three 

?rimary purposes of the NSP, including: to provide a competitive alternative to current and firlure 

transportation customers in procuring gas supplies to meet their needs; to provide for lowering gas costs 

to firm sales customers through a sharing of the margins realized from NSP sales; and to provide the 

Company an opportunity to improve its earnings. 

According to the Company, it Will request each transportation customer to allow it to submit a 

bid to supply gas supply needs at the end of the term of its existing contracts. The Company will use its 

upstream pipeline capacity to transport NSP volumes, except during periods when capacity is needed to 

seme firm sales customers (the heating season fium November through March). The Company will 

direct charge the NSP gas cost account for all variable costs billed by upstream pipelines and credit the 

gas bank account for fifty percent of the sales margin. The Company will maintain separate accounts foi 

the NSP to record revenues, gas costs, and transportation expense. 

Both RUCO and Staff supported the NSP tariff, with the imposition of several additiod term! 

and requirements. Staffrecommended that the minimum term of NSP contracts should be set at twelvt 

months and the contracts should specify and document any alternative supply arrangements for ga! 

deliveries between November 15 and March 15. Staff also recommended that in order to avoid I 

situation in which Citizens has an incentive to encourage customers to migrate from ordinary bundlec 

’ .  9 DECISION NO. 57399 
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service to NSP service, the Company should not be permitted to keep any portion of the margin on NSP 

d e s  that are made to a customer that has taken bundled service at any time during the last three years. 

Staff further recommended that the appropriate sharing of NSP margins should be reviewed in future base 

rate and PGA cases, and that the future disposition of NSP margins should be based on an assessment 

?the magnitude of NSP costs and benefits, and the extent to which the Company actually experiences 

xposure to a risk of loss. 

Citizens did oppose StafPs recommendation to require minimum twelve month NSP contracts 

hich specify and document alternative supply arrangements for gas deliveries during the heating season. 

'he Company opposed Staf€'s recommendation that the Company should not be permitted to keep any 

lortion of the margin on NSP sales made to customers that have taken bundled service during the last 

hree years. According to the Company, it does not intend to encourage a sales customer to migrate to 

ransportation senice in hope of being selected as the gas supplier for the customer under the NSP tarifY, 

s the Company states that it and its customers are better off if the customer retains sales service rather 

hanNSP service. It is clear that both the Company and its customers do benefit if existing transportation 

:ustomers become NSP customers, but it is not clear whether there would be an incentive for Citizens 

to encourage sales service customers to become NSP customers or whether such a move would benefit 

the Company and/or the non-NSP customers. Accordingly, we agree with StafFthat at least initially, the 

Company should not be permitted to keep any portion of the margin on NSP sales made to customers 

who have taken bundled service at any time during the last three years. We also agree with Staffthat the 

appropriate amount of "margin sharing" should be evaluated in future rate and PGA proceedings. T h e  

NSP sales margins, as discussed herein, should be credited to the transportation variable and demand cod 

bank balance. 

RUCO recommended that for every sale of gas to an NSP customer under the Citizen: 

should be required to assign an equivalent volume of gas to PGA customers at the same or lower price 

RUCO also recommended that Citizens should provide assurance to the Commission that no cross 

subsidization results &om implementation of the tariff, and that the tariff should be implemented on i 

&id basis, for an initial two-year period. 

The Company had no objection to RUCO's recommendation that it should submit a monitoring 

10 
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tan to Staff to ensure that no cross-subsidy occurs from sales schedule customers to NSP customers. 

he Company objected to RUCO’s recommendation to “ price match” volumes of NSP and PGA gas. 

recording to the Company, it will not obtain an overall gas supply and then allocate a pgrtion of those 

olumes to NSP sales, but will obtain contracts for separate and distinct gas supplies for each 

mportation customer. Since there will be no wmmingling of jurisdictiod gas supplies with NSP gas 

upplies, the Company believes that no assignment or allocation of volumes is possible. 

RUCO’s recommafion has merit in that there is a direct incentive for the Company to find and 

irocure the lowest price gas supply for NSP customers, while there is no corresponding direct incentive 

or the Company to find and procure the Iowest price gas supply for PGA customers. However, given 

he Company’s explanation of its procurement procedures, we agree with the Company that assignment 

x allocation of volumes is not possible. We believe that RUCO’s concerns can be addressed through 

review and close monitoring of the Company’s procurement practices. To that end, instead of 

implementing the tariff on a two year trial basis as recommended by RUCO, we believe that the NSP 

tariff, and Citizens’ procurement practices should be reviewed two years from the date of this Decision. 

In its NSP application, Citizens requested that the Commission exempt sales under the NSP fiom 

the regulatory assessment in order to place Citizens on a more equal basis with its competitors, who are 

non-regulated brokering firms. Staffrecommended that the request be denied because Staff believes that 

the stature regulating assessments requires application to dl jUrisdicti0na.l revenues, which would incIude 

NSP sales. The Company did not pursue the request, and accordingly, we Will not grant such an 

exemption. 
* * * * * * * * * * 

Having considered the entire record herein and being fully advised in the premises, the 

Commission finds, concludes, and orders that: 

1. Cithens is a Delaware corporation providing natural gas utility service to the publir 

through the NAGD, in portions of Apache, Coconino, Mohave, Navajo, and Yavapai Counties, Arizona, 

pursuant to authority granted by the Commission. 

2. On December 12,1994, Citizens filed an application with the Commission for approval 

11 DECISION NO. 
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if the proposed tariff for the Negotiated Sales Program. 

3. On February 21, 1995, Citizens NAGD fled an application With the Commission to 

pprove a decrease in the PGA rate, establish a trust fund account for the over-recovered bank balance, 

md permit cost recovery of 1,600 Dth of capacity for the Flagstaff, Arizona service area. 

4. 

5. 

By Procedural Order dated April 18,1995, the above-captionedmatkn were consolidated. 

By Procedural order dated June 7,1995, a h a g  in this matter was set for August 1, in 

?hoenix, Arizona and was subsequently rescheduled for August 2,1995. 

6. Notice of the hearing was published in a newspaper of g e n d  circulation in each county 

Jf the Company’s service area. 

7. 

public comment. 

8. 

The hearing was held as scheduled and no members of the public were present to make 

SUG had a full requirements transportation contract with El Paso, and in July 1990, SUG 

entered into a contract for 25,000 Dth of capacity with Transwestem. 

9. In 1991, Citizens acquired the NAGD and assumed the contractual relationships with El 

Paso and Transwestern. 

10. . Decision No. 58664 found that “SUG’s decision to contract with Transwestern for a 

second source of supply was prudent, but that full recovery of the Transwestern reservation charges is 

precluded since a portion of the contract quantity of 25,000 Dth represents unreasonable excess capacity.” 

The Commission ordered that the Company exclude from its PGA as fked reservation 

costs all Transwestem reservation costs charged for daily capacity in excess of 8,400 Dth for service to 

Kingman and also that capacity in excess of 1,460 Dth for service to Flagstaff‘‘e0ntinuing until Citizens 

has installed distribution facilities to permit full access to the 15,000 Dth of Transwestem capacity at 

FlagstafF.” 

12. 

1 1. 

Subsequent to the issuance of Decision No. 58664, in November and December of 1994, 

the Company placed in service expanded distribution facilities which allow the Company to fully access 

the Transwestern capacity reserved for service to Flagstaff. 

13. In December 1994, the Company began including in the PGA all of the Transwestern 

capacity charges associated with F l a g H ,  which has had the effect of offsetting (reducing) the 

’ . 12 DECISION NO. B32j 
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:ompany’s over-collected bank balance, and as of May 1995, the Company had included $688,359.54 

f these costs in the PGA, and by year-end 1995, Will have included approximately $1.5 million. 

14. Decision No. 58664 did not authorize Citizens to recover the previously disallowed costs 

ipon completion of the facilities prior to OUT determination of the amount of “excess capacity.” 

15. On June 30,1995, El Paso filed a rate application with FERC and new rates are expected 

o go into effect January 1,1996, subject to refund. 

16. The issue of “excess capacity” wilI no longer exist if the billing determmm tsdecreaseto 

tpproximately 42,599 Dth as of January 1, 1996. 

17. The Transwestern capacity has resulted in an increase in the total amount Citizens pays 

kr capacity. 

18. The Transwestern capacity has provided potential benefits to customers, including 

:educing Citizens’ dependence on El Paso by lowering the billing demand on the El Paso pipeline and 

thereby ameliorating expected El Paso rate increases; improving reliability of service and placing 

pressure on El Paso to improve service quality; and by providing the opportunity for obtaining lower cost 

gas supplies. 

19. Based on the circumstances presented herein, the Staffrecommendation to share the wsts 

of the duplicative CapaciQ equally between the Company and the ratepayers is reasonable and 

appropriate. 

20. The PGA bank balance should be adjusted to reflect the disallowance of fifty percent oj 

the 15,140 Dth, priced at El Paso capacity charges, from December 16,1994 to December 31,1995. 

21. The existing overallected PGA bank balance as of January 1,1996, as adjusted for thf 

Transwestern capacity disallowance, should be refbded to customers through one-time checks to bc 

issued no later than March 18,1996, and should be prorated to customers based on usage fot the twelve 

month period beginnjng January 1,1995 through December 31,1995. 

22. The currently effective composite PGA recovery rate is $0.2600 per therm, which i: 

Comprised of the $0.3000 per therm base rate established in Decision No. 58664, and the PGA adjustmen 

rate of negative $0.04 per therm established in Decision No. 59120. 

23. The current PGA rate of negative $0.04 per therm should remain in effect, with thr 

. .  
13 DECISION NO. 57349 
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ransportation and variable demand cost component set at $0.084 per them, and the gas commodity cost 

:omportent set at $0.176 per therm, as adjusted for the twelve month rolling average commodity cost per 

therm sold. 

24. If the El Paso billing determinants do not decrease as projected by Citizens on January 

1, 1996, then an additional negative transportation and variable demand cost PGA factor of $0.0064 

should be implemented. 

25. - The proposed revisions to the PGA are designed to allow customers to make more 

lformed usage choices than are possible with the current PGA mechanism. 

26. The proposed revisions to the PGA as contained in the Discussion herein, including the 

reation of two separate cost components to the PGA rate and two separate bank balances, should be 

dopted. 

27. Citizens shall notify its customers by bill insert of the revisions to the PGA mechanism 

nd shall inform and educate the customers about the effects of such a revision on a continuing basis. 

As of January 1,1996, the CQmpany shall establish the new separate bank balances, each 

vith a balance of zero, and shall include in its monthly PGA reports all activity affecting the bank 

JalanCeS. 

28. 

29. Citizens shall file monthly PGA reports that include the cost and quantity of gas purchased 

luring the most recent twelve months and should adjust the commodity component of the PGA rate only 

&er Staff completes its review and approval of the data. 

30. The PGA revisions adopted herein do not modify or impede the Commission’s ability to 

review costs and bank balances during a PGA case or rate proceeding. 

3 1. After the revised PGA mechanism has been in effect for one year, Citizens shall apply for 

a PGA review proceeding to be conducted and annually theredk, unless such a review is conducted in 

conjunction with a rate proceeding or other PGA proceeding. 

32. Citizens has proposed an NSP tariff whereby it would offer to obtain the gas supply 

requirements for its transportation customers. 

33. Both Staff and RUCO generally supported the NSP tarif€, with the imposition of several 

additional terms and requirements. 

14 . .  DECISION NO. 59397 
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34. Staffs recommendation to require a minimum NSP contract tenn of twelve months, with 

he contract specifying and documenting any alternative supply arrangements for gas deliveries during 

he heating season, is reasonable and should be adopted. 

35. Staf fs  recommendation that the Company should not be permitted to keep any portion 

If the margin onNSP sales that are made to a customer that has taken bundled service at any t h e  during 

he last three years is appropriate at this time given the lack of evidence on the effect the migration from 

d e s  to NSP customers would have on the Company and its customers. 

36. Staffs recommendation that the appropriate sfiaring of NSP margh should be reviewed 

in h e  base rate and PGA cases, and that the future disposition of NSP margins should be based on an 

assessment of the magnitude of NSP costs and benefits, and the extent to which the Company actually 

experiences exposure to a risk of loss, is reasonable and should be adopted. 

37. RUCO recommended that for every sale of gas to an NSP customer under the 

Citizens should be required to assign an equivalent volume of gas to PGA customers at the same or lower 

price. 

38. As explained by the Company, its procurement practices do not allow the assignment of 

equivalent volumes of gas to NSP and PGA customers. 

39. RUCO recommended that C i h m  should provide assurance to the Commission that no 

cross-subsidization results fiom implementation of the hff, and that the tariff should be implemented 

on a trial basis, for an initial two-year period. 

40. Citizens should submit a monitoxhg plan to Staff to ensure that no cross-subsidy occurs 

fiom d e s  schedule customers to NSP customers. 

41. The Company's procurement practices should be closely monitored by Staff and Citizens 

should apply €or a f o r d  NSP review to be conducted no later than two years from the date of this 

Decision to ensure that the Company's procurement p d c p s  are reasonable and that the NSP program 

is appropriate and does not r e d  in cross-subsidization. 

1. Citizens is a public service corporation witbin the meaning of Article XV, Section 2, of 

the Arizona Constitution. 

15 DECISION NO. 593v 
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2. The Commission has jurisdiction over Citizens and the subject matter of these 

ppiications. 

3. 

4. 

Notice was provided in accordance with the law. 

The Transwestem capacity disallowance as discussed herein is reasonable and appropriate. 

5. The PGA revisions, as discussed herein, are reasonable and should be adopted. 

6. The Company’s proposed NSP tariff should be approved with the modifications and 

:onditions contained herein. 

7. The c m t l y  effective composite PGA recovery rate of$0.2600 per therm should remain 

n effect, with the transportation variable and demand cost component set at $0.084 per them, and the 

gas commodity cost component at $0.176 per therm, as adjusted for the twelve month rolling average 

:ommodity cost per them sold. 

8. The existing over-collected PGA bank balance as of January 1 , 1996, as adjusted for the 

~ranswestern capacity disallowance through December 31, 1995, should be refunded to customers 

hrough one-time checks to be issued no later than March 18,1996, and should be prorated to customers 

based on usage for the twelve month period beginniag January 1,1995 through December 3 1,1995. 

9. Ifthe El Paso billing determinants do not decrease on January 1,1996, then an additional 

negative transportation and variable demand cost PGA factor of $0.0064 should be implemented. 

_ORDER 

IT IS THEREFORE ORDERED that Citizens Utilities Company, Northern Arizona Gas Division, 

shall adjust the Purchased Gas Adjustment bank balance to reflect the disallowance adopted herein for 

the Transwestem Pipeline Company capacity. 

IT IS FURTHER ORDERED that the disallowance of Transwestern capacity adopted herein 

terminate on December 31, 1995, provided that Citizens Utilities Company, Northern Arizona Gas 

Division’s billing demand on the El Paso system decreases to 42,599 Dth or less as of January 1,1996. 

IT IS FURTHER ORDERED that if the El Paso billing determinants do not decrease as 

contemplated herein, Citizens Utilities Company Northern Arizona Gas Division shall adjust the 

transportation variable and demand commodity cost component to reflect the continuing disallowance 

adopted herein for the Transwestern Pipeline Company capacity. 

. 16 DECISION NO. 593v 
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IT IS FURTHER ORDERED that the Purchased Gas Adjustment mechanism is revised effective 

lanuary 1,1996, consistent with the Discussion, Findings, and Conclusions contained herein. 

IT IS FURTHER ORDERED that Citizens Utilities Company Northern Arizona Gas Division 

shall r e h d  the amount of the over-collected PGA bank balance, as adjusted for the capacity 

isallowance adopted herein, as of January 1,1996, in accordance with the Discussion, Findings, and 

!onclusions contained herein. 

IT I S  FURTHER ORDERED that the ament PGA rate of negative $0.04 per therm shall remain 

n effect, with the transportation and variable demand cost component set at $0.084 per therm, and the 

;as commodity cost component set at $0.176 per therm, as adjusted for the twelve month rolling average 

:ommodity cost per therm sold. 

IT IS FURTHER ORDERED that the Negotiated Sales Program M, with the modifications and 

:onditions adopted in the Discussion, Findings, and Conclusions contained herein, is hereby approved. 

IT IS FURTHER ORDERED that this Decision shall become effective immediately. 

ER OF THE .LFUZONA CORPORATION C 

I 
WITNESS WHEREOF, I,.JAMES MA?THEWS, Executive Secretary of t h e  

Arizona Corporation Commrssion, have hereunto set my hand and caused the  
official seal of the Commission to be affixed at the Capitol, in the City oi 
Phoenix, this B' day of /t/& , 1995. 
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In addition to these benefits contemplated in Citizens' application for approval of 
the NSP tariff, the Program has produced a fou& benefit. The NSP ha8 enabled the 
Company to increase its transportation throughput and, thereby, increase mvenues to 
the benefit of the Company and firm sales customers by prwiding 8 eompetitk3 
alternative to a transportation customer, Raiston Purina, who was using a fuel other 
than naturai gas in its operations. For example, prior to May, 1996, Ratston Purina 
was a minimaf system sales customer using 36,480 therms of natural gas per year, 
primarily for domstic space and water heating. Ralston Puflna used fuel oil in its 
animal food processing operations. Through the MSP, the Company ha5 been able to 
provide Ralston Purina with a competitiie aiternative in cieaner burning natural gas. 
This caused Ralston to switch from fuel oil to natural gas in ita processing operations. 
Natural gas usage at Ratston Purina's plant increased to 1,594,170 therms for the 12- 
month period ending April i 997. This represents an increase of 1,557,6QO therms over 
its historical usage. The increased transportation throughput has in turn increased 
revenues, which benef& the Company and customers. Further, firm sales customers 
have received 100% of the margin realized on these NSP sales. 

As a result of ib review, the Cornmission should further find that Citizens ha8 
propecly accounted for the NSP saks and revmu~s on its books. Verification that the 
Company has maintained separate accounting of the sales and gas purchases for each 
NSP customer is contained in Exhibit-NSP-1 attached to this Appkation. This 
W u l e  smmarizes each customer's monthly NSP activity. Additional customer- 
s- detail is confidential, proprietprry, legally-protected, or cmpetWQ sensitive 
and vviil be provided upon request by the Commissi~n's Staff and UPOR execution of a 
pretedive agreement. f3Kb1t-NSP-2 verifies that the NSP margins were pmperly 

to the NAGD's POA bank balance. Thig exhibEt reconciles the monthly NSP 
safes mafgins to the tin3dlta reflected in the PGA transportation variable &nd'dmand 
cogt bank bafance that appear on Exhibit 1-A, line 32, of the Monthly Gas lnfmtianei 
Fin* that C i e n s  submits to the Commission each month. 

As mentioned atrove, Decision No. 59389 approved the NSP subject to the 
restriction that, from November through March, Citizens not use its upstream capacity 
to transport NSP vokrmes to tmnaipoftatbn cu@&mbm. The restriction was intended to 
pmvide assurance that the Company wwtd fiat experience an increase in pipeline 
reservation fees from El Pas0 Natural Gas Campmy ("E! Paso") in an El Paso rate 
case for delivery of NSP volumes on the p%ak day during the heating season. During 
the msWcted use pedods. the Company uses aNematIve delivery capacity provided in 
the MSP gas putcham agreements with its supptiers- 
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Cltizens proposes to eirminate this restndon from the NSP tar# as being 
unnecessary. On July 1. 1997, Et Paso will place into effect rates and W N I C ~ S  
resulting from the implementatm of the tong-term setttement reached between El Paso 
and its customers and appruwecj by the Federal Energy Regulatory Commission on 
April 16, 1997 This settiernent is for a term of ten years b@gnning January 1, 1996. 
and terminating on January 4 .  2006 For the term of this settaement, the Company's 
billing determinants will remain at the settlement quantit~es and the Company wiif 
continue to receive full requtmn? service to meet its growing system demand without 
increases in cost do to increases in billing determinants. Therefom. iffcreased 
utriization of the El Paso contract wilt be realized during the term of the settlement as 
the Company expands sewice to customers m '& seme area where El Paso IS the 
primary supplier 

To further increase the utiltzatton of the El Paso contract and generate addrttonal 
NSP margins to share wrth custmers. Citizens requests that the Commission etiminate 
the heating season estnction on uhlaatmn of the El Paso contfact for delivering NSP 
gas to transportation customers. Absent the resttic2ton. the Company wrli continue to 
manage its u!i!izatwn of the Et Pam contract in deltuering NSP gas to insure that n r s ~  
peak day use of the El Paso system does not reflect deheiy to NSP customers. 
Delivery to NSP custmers under peak day weather conditions will be made through 
alternative delivery capacrty under NSP purchase agreements wth suppliers 

CONCLUSION 

For the foregoing reasons, Citizens requests that the Cornmasion undertake the 
required review of the NSP and find that it is a highly successful and beneficial 
program. that the Company has propfly accounted for the NSP sales and revenues, 
and that the Program should be continued. Citizens further requests that the 
Commission apprwe the Company's proposed modifcation to the NSP tariff to 
eliminate the unnecessary seasonal restriction on the use of the Company's upstream 
capacity EO transport MSP volumes to transportation customers 
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EXHIBIT JAC-5 

BEFORE THE ARIZONA CORPORATION COMMISSION 
1 

CARL J. KUNASEK 
Chairman 

JIM IRVIN 
Commissioner 

RENZ D. JENNINGS 
Commissioner 

TN THE MATTER OF CITIZENS 1 DOCKET NO. E-1032-97-345 

ARJZONA GAS DIVISION - FILING FOR DECISION NO. 6 Qq23 UTILITIES COMPANY, NORTHERN 1 
REVIEW AND MODIFICATION OF 1 
THE NEGOTIATED SALES PROGRAM 
TARIFF. 

) 

ORDER ~ f ~ o n a  Corporation Commission 

DOCKETED - 

SEI) 2 6 1997 Open Meeting 
September 25 ,  1997 
Phoenix. Arizona 

BY THE COMMISSION: 

DOCKE ED BY a 
FINDINGS OF FACT i 

1. Citizens Utilities Company, Northern Arizona Gas Division (Citizens) is 

certificated to provide electric service as a public service corporation in the State of Arizona. 
.Ab 

2. On July 3, 1997, Citizens filed for review and modification of the Negotiated Sales 

Program tariff (NSP). 

3. On July 30. 1997, the Commission suspended the filing for 60 days to provide ’Staff 

with time to complete the necessary analysis. 

4. Citizens requested a modification of the NSP tariff to allow Citizens to use its 

upstream capacity to transport gas for NSP customers during the winter months (November to 

March). The basis for Citizens’ request is that terms of a recently approved El Paso Natural Gas 

Company (El Paso) rate settlement remove the need to restrict Citizens’ usage of upstream - 

capacity during the winter. 

. . .  

. . .  
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5. The NSP tariff allows Citizens to compete with other gas suppliers to provide 

procurement services to Citizens’ transportation customers. Margins from NSP sales are shared 

between Citizens and the ratepayers. 

6. In Decision Number 59399 (November 28, 1995), the Commission barred Citizens 

from using its upstream capacity to transport gas for NSP customers during the winter months 

because it could increase Citizens’ El Paso pipeline capacity costs, which are recovered from 

sales customers. 

7. On April 16, 1997, the Federal Energy Regulatory Commission approved a 

settlement agreement in El Paso’s rate proceeding ( 79 FERC 61028) which provides a fixed rate 

structure for interstate gas transportation until January 1,2006. 

8. The settlement agreement changed the way Citizens is billed for El Paso‘s service. 

Prior to the settlement agreement, Citizens’ pipeline capacity resewation charges Gere 

deterhined by its peak day billing determinant, measured in Decatherms (Dth). As Citizens‘ 

peak day billing determinant increased. so did the corresponding capacity reservation charges 

9. Under the settlement agreement, Citizens’ billing de)erminants, for the purpose c 

calculating capacity reservation charges. are set at 37,6 1 1 Dth 

to the Northern Arizona Gas Division). However, because Citizens is a full requirements 

customer of El Paso, Citizens use of El Paso capacity is not constrained by the 34,544 Dth level. 

Therefore, for the term of the settlement agreement, Citizens’ use of contract capacity for NSP 

customers should not incur any additional capacity reservation charges. 

10. The possible exception is that Citizens could convert to being a contract demand 

customer, in which case any capacity beyond the 34,544 Dth level would incur new capacity 

reservation charges. Citizens’ peak throughput is well above the 34,544 Dth level, so Citizens 

would incur significant additional capacity reservation charges if it converted to being a contract 

demand customer, especially in light of the growing demand for gas in the Northern Arizona Gas 

Division. 

. . .  

. . .  

A t / & -  

! 

I 



1 

2 

3 

4 

5 

6 

li 

e 
S 

1c 

11 

1; 

1: 

10 

1: 

1f 

1: 

11 

1: 

2( 

2‘ 

2: 

2: 

21 

2: 

2( 

2’ 

21 

Page 3 Docket No. E-1032-97-345 

Removal of the restriction on winter capacity usage enhances Citizens’ ability to 

successfully bid to provide procurement services to its transportation customers. With the 

restriction removed, the customer’s need to secure alternative transportation services, other than 

Citizens’ capacity, is reduced. 

11. 

12. Although the level of peak throughput will not change Citizens’ billing 

determinants during the term of the settlement agreement, the level of peak throughput could be 

used in a future El Paso rate proceeding to set Citizens billing determinants after the settlement 

term is ended. 

13. If NSP customers contribute to the peak day throughput, it is possible that sales 

customers would experience increased rates to cover the additional capacity costs resulting from 

the NSP customers. To avoid such a situation. Citizens has indicated that it will require NSP 

customers to utilize alternative transportation arrangements when volumes exceed the projected 

normal peak day throughput. - -  

14. Citizens also stated that it will provide Staff with an annual report which 

documents each heating season’s peak throughput day and whether any of Citizens‘ capacity was 

used for NSP customers. 

15. Further, Citizens recommended including an NSP sales schedule as part of its 

monthly PGA informational filing. 

16. Under the new situation created by the El Paso settlement agreement. removal of 

the winter restriction would assist Citizens in its retention of Customers and could benefit 

ratepayers, through shared margins, if Citizens is able to provide procurement semices to 

additional transportation customers. 

17. Staff has recommended that the winter restriction on usage of Citizens‘ capacity be 

removed. 

18. Staff has further recommended that the restriction on winter capacity he reinstated 

if Citizens converts to being a contract demand customer during the term of the El Paso 
- -. - -  

settlement agreement. 

. . .  
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winter peak day transportation, an informational copy of all new NSP agreements Citizens enters 
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into, and an NSP Sales schedule as part of Citizens’ monthly PGA informational filings. 

CONCLUSIONS OF LAW 

1. Citizens is an Arizona public service corporation within the meaning of Article XV, 

Section 2, of the Arizona Constitution. 

2. The Commission has jurisdiction m e r  Citizens and over the subject matter of the 

appliiation. 

3. The Commission, having reviewed the application and Staffs Memorandum dated 

September 10, 1997, concludes that it is in the public interest to approve the filing. 
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ORDER . . t  

THEREFORE, IT IS ORDERED that the NSP tariff filing be and hereby is approved. 

IT IS FURTHER ORDERED that the restriction on winter capacity be reinstated if 

Citizens converts to being a contract demand customer during the term of the El Paso settlement 

agreement. 

IT IS FURTHER ORDERED that Citizens file with Staff: an annual report on winter 

peak day transportation, an informational copy of  all new NSP agreements Citizens enters into, 

anSan NSP Sales schedule as part of Citizens’ monthly PGA informational filings. 

IT IS FURTHER ORDERED that this Decision shall become effective immediately. 

BY ORDER OF THE ARIZONA CORPORATION COMMISSION 

e g&y/dLJLL MMI SSI ONER 
CHAIRMAN 

IN WITNESS WHEREOF, I, 
Secretary of the Arizona Corporation Commission, 
have hereunto. set my hand and caused the official seal 
of this Commission to be ffixed at the Capitol. in the 
City of Phoenix. this 2 8 day of r y d  , 
1997. 

‘e ACK ROSE - 
Executive Secretary 

I 

DI SSENT 

C WD:BG:dj g/CCK 
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Removal of the restriction on winter capacity usage enhances Citizens' ability to successfull) bid to 
provide procurement services to its transportation customers. With the restriction removed, the customer's 
need to secure alternative transportation services, other than Citizens' capacity. is reduced. 

Although the level of peak throughput will not change Citizens' billing detminantsdwingthe tern 
of the settjement agreement. the level of peak throughput could be u d  in a future El Pas0 rate proceeding 
to set Citizens billing detgrminants after the settlement tern has ended. lfNSP customers contribute to the 
peak day throughput, it is possible that sales customers would experience increased rates to cover &e 
additional capacity costs resulting from the NSP customers. To avoid such a situation. Citizens has indicated 
that it will require NSP customers to Milize altemetivetransporletion arrangements when volumes meed the 
projected normal ped day throughput. Citizens also slated that iwiil pnwide Staff with an annual report 
which docurnentseach heating season's peak rhrougllput day and whether my of Citizens' capacity was used 
for NSP customers. Further. Citizens recommended includmp an NSP sales schedule as part of its monthlj 
PGA informational filing. 

Under the new situation created by the El Paso settlement agreement. removal of the winter restriction 
would assist Citizens in its m i o n  of customers and could benefit rietepyers. through shared margins, if 
Citizens is able to provide procurement services to additional transportation customers. Staff recommends 
that the winter resmction on usage of Citizens' capacie be removed. Staff further recommends that the 
rrsviction on sttinter capacity usage be reinstated if Citizens converts to being a contract demand customer 
during &e term of the El Paso settlement agreement. Staff fulrher recommends that Citizens file with Staff: 
an annwal report on winterpeak day transportation.an infonationalcopy ofali new NSP agreementsCitiuens 
enters isto, and an NSP Sakr  schedule as part of Citizens' monthly PGA informational filings. 

Director 
Utilities Division 

CDEPG:djg/CCK 

OWGWATOR: Robert Gray 
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Executive Summarv -James L. Harrison 

Citizens retained James L. Harrison, a principal with the firm of Management 

Applications Consulting, Inc., to assist in the rate design phase of this case. Mr. 

Harrison has been providing class cost of service studies and rate design 

services for gas and electric utilities for the last 24 years of his career. He was 

asked to participate in four aspects of this case: 

I. To develop weather normalization and year-end customer adjustments to 

billing determinants; 

2. To perform a class cost of service study to allocate the Company’s pro 

forma revenue requirements to the various customer classes; 

3. To design appropriate rates; and 

4. To review and modify the Company’s tariffs. 

I 

Mr. Harrison began by developing separate weather normalization 

calculations for the Northern Arizona Gas Division (“NAGD”) and the Santa Cruz 

Gas Division (“SCGD”) to adjust the test year sales volumes, revenues and 

expenses to reflect “normal” weather. He defined “normal” as the average 

weather conditions over the past ten years, using the same methods employed 

by Southwest Gas in its last rate case before the ACC. He made further 

adjustments to sales and revenue requirements to reflect the level of customers 

at the end of the test year as if they were present for the entire test year. In total, 

per books sales volumes were increased by approximately 2% as a result of 

these adjustments. 

Mr. Harrison developed class cost of service studies (‘cCCOSS’’) for each 

division using his state-of-the-art computer model. These studies assigned or 

allocated each element of rate base and operating expense that make up the 

Company’s revenue requirements to determine the costs incurred on behalf of 
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each customer class. The studies employed over 300 allocation factors, the 

most significant being the allocation of gas costs. Supplier and pipeline charges 

were allocated following the FERC’s Modified Fixed Variable approach, where 

fixed costs were allocated on the basis of class contributions to the system’s 

design day demand and monthly variable costs were allocated of the basis of 

monthly sales volumes. The CCOSS results revealed the existence of inter-class 

subsidies in present rates. If rates were to be set at costs to serve, the 

residential and transportation classes would require greater-than-average 

increases and the commercial and industrial classes would require below- 

average increases. The CCOSS also identified the functional costs to serve. In 

particular, the results indicated that the customer costs to serve were 

substantially above the customer charges included in present rates. This 

discrepancy generates intra-class subsidization, where large customers 

subsidize small ones in the same rate class. 

Although most regulators would agree that rates should be based on costs to 

serve, among with other considerations, bill impact constraints generally make it 

impractical to design rates exactly equal to costs to serve, In this case, the 

Company has proposed that rate designs incorporate a movement toward costs 

to serve, but that rate increases proposed to individual classes be capped or 

limited to avoid undue customer bill impacts. For rate design purposes, Citizens’ 

two gas divisions were combined. As a result a single consolidated set of rates 

and terms and conditions were proposed. 

The rate design begins by setting class revenue targets incorporating the 

aforementioned caps and then setting the individual customer and volumetric 

charges. Customer charges were increased 10% more than the average 

increase required of the class in an attempt to reduce a portion of the intra-class 

subsidization. 
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Two minor structural changes were also incorporated in the proposed rate 

design. First, the seven air conditioning rates were eliminated. Since their 

inception, only a handful of premises are using gas air conditioning and the 

majority of that is consumed by Citizens’ offices. Second, the gas costs 

embedded in each rate class’s base rates have been set to approximate their 

allocated gas costs. As a result, the gas costs vary slightly by class around the 

average of $0.40 per therm. More importantly, the gas costs embedded in base 

rates track costs to serve so that transportation rates, computed by subtracting 

gas costs from otherwise applicable sales rates, reflect only the costs to deliver 

gas. Generally speaking, the gas costs to serve large customers are lower than 

average on a per-unit basis. Under present rates, when average (rather than 

actual) gas costs are subtracted from large sales rates, the resulting 

transportation rates are set below costs to serve. 

The proposed rate design includes increases to virtually all of the 

miscellaneous service fees, such as fees for establishing or transferring service. 

The existing rates are far below costs to serve, as evidenced by time studies. 

Furthermore, they are lower than those of most other comparable utilities. 

Increasing these fees lowers the revenue requirements to be derived from sales 

rates and places the cost burden on those customers responsible for generating 

these costs. 

The proposed tariff changes include minor revisions to the present NAGD 

tariffs. Rate schedules and rules and regulations are combined into a single well- 

structured tariff applicable to both the NAGD and SCGD. A number of changes 

are proposed to avoid ambiguity, simplify administration and/or clarify 

procedures. 
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CNTRODUCTION 

2. 
4. 

Please state your name, address and position. 

My name is James L. Harrison. I am a management consultant and vice 

president with the firm of Management Applications Consulting, Inc., 

("MAC") 2921 Windmill Road, Suite 4, Sinking Spring, PA 19608. 

OUALIFICATIONS 

2. Please state your qualifications. 

4. My qualifications are shown on Exhibit JLH-1. I n  summary I am a licensed 

professional engineer with an MBA. My career has spanned over 30 years. 

The last 23 of which have been concentrated on utility rate making 

activities, primarily cost of service and rate design. 

SCOPE OF TESTIMONY 

2. 
4. 

Mr. Harrison, what is your responsibility in connection with this filing? 

I am responsible for developing Schedules G and H, as set forth in the 

Arizona Corporation Commission's ("Commission" or "ACC") rule, R 14-2- 

103, summarizing the class cost of service study, billing units, rate design 

and revenue proof for this filing. My tasks have included developing the 

adjustments to test year billing determinants, preparing the accounting cost 

of service study and developing the proposed rates and tariff revisions. I 

have made separate sets of calculations for the Northern Arizona Gas 

Division ("NAGD") and the Santa Cruz Gas Division ('SCGD"), however I 

have presented my results on a combined basis wherever possible. 
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Please outline the organization of your testimony and exhibits. 

My testimony will first discuss the development of appropriate billing units 

for each rate class, then how I developed the cost studies and how I used 

them to design rates. I will then discuss updates to the tariffs including 

revisions to the line extension policies and miscellaneous service fees. 

I n  the course of my testimony I will sponsor two schedules, G and H, and 

ten additional exhibits. Exhibit JLH-2 details my weather normalization 

calculations for the test year. Exhibit JLH-3 shows the development of the 

weather normalized billing units employed for cost of service and rate 

design purposes. The resulting billing units are provided in Schedule H-5. - 

Exhibit JLH-5 shows the development of the more significant allocation 

factors used in the accounting cost study. Schedule G, consisting of 7 

schedules, contains the accounting cost of service study results a t  the 

actual and claimed rates of return. Exhibit JLH-4 tabulates the results of 

the cost studies using various alternative allocation methods see page 22 

line 27. The remainder of Schedule H and Exhibit JLH-6 show the results of 

my proposed rate design. Exhibit JLH-7 summarizes my analysis of costs to 

provide miscellaneous services. Exhibit JLH- 8 tabulates Miscellaneous 

Service Fees for other utilities. Exhibit JLH-9 reflects the revenues to  be 

derived from my proposed miscellaneous service fees. Exhibit JLH-10 

contains a redlined set of tariffs. Finally, Exhibit JLH-11 provides the more 

significant workpapers generated in the preparation of this filing. 
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WEATHER NORMALIZATION 

2. 
4. 

2. 
4. 

What is the purpose of a weather normalization adjustment? 

For the purposes of rate making, the test year must represent typical or 

normal circumstances. As with all gas distribution utilities, the Company's 

sales are extremely weather sensitive. Even small variations in weather 

can have a material impact on the sales and revenues of the Company. 

The weather normalization adjustment is targeted to identify the change in 

sales and revenue that would have resulted if the actual weather in the test 

year had been what I consider "normal". 

How do you define normal weather? 

Industry experience has shown that heating use is the largest single use of 

natural gas. As such, consumption varies directly with customer heating 

needs. Heating requirements are minimal when average daily 

temperatures exceed 65 degrees Fahrenheit. Consequently, the industry 

has developed the unit of "heating degree days" as a variable to predict 

heat load. Heating degree days ("HDD") are computed daily as the positive 

difference between 65 and the average daily temperature. For example, a 

very cold day with an average temperature of 0' F. would have 65 HDD's. 

The Company maintains a historical database of daily HDD data for its 

service territory. Using this database, I defined normal weather as the 

anticipated heating degree days, if weather were equal to the average of 

the heating degree days occurring over the last 10 years. The Company 

employs four weather stations in the NAGD and a single weather station in 

SCGD. For NAGD, I reduced the four daily weather readings into a single, 

load-weighted average daily HDD. Then I separately developed normal 

weather for the two divisions. I summed the most recent 10 years of daily 

- 5 -  



1 

2 

3 

4 

5 

6 

7 

8 

9 

IO 
I1 

12 

0 

e :: 
15 

16 

17 

18 

I 9  

20 

21  

22 

23 

24 

25 

26 

a 2 7  
28 

29 

2. 
4. 

Direct Testimony of James L. Harrison 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

data and then averaged each month to derive the expected monthly 

heating degree days in a normal year. The use of 10 years is consistent 

with the period employed by Southwest Gas in i ts recent rate proceeding 

before the ACC. 

Please summarize your weather normalization calculations. 

I have summarized the weather normalization calculations on Exhibit JLH-2. 

The first four pages show monthly test year data for each class under study 

for 2001, including number of bills, sales in therms, Total Revenue billed 

and PGA Revenues included in the total. These pages include two revisions 

to the per-books data. First, I removed the New Service Area Multiple ~ 

(“NSAM”) revenues applicable to certain customers in the NAGD. Since the 

NSAM rate expired a t  the end of the test year in accordance with an ACC 

order, the reduction in revenues is a known and measurable change to test 

year revenues. Second, I have included a minor revision to the per-books 

numbers to reflect several large billing adjustments made to Rate 32, the 

Large Industrial Rate class, and Rate 42, the Large Public Authority Rate 

class. These adjustments were necessary in order to produce an accurate 

weather normalization adjustment. For these large customers, the billing 

process employs estimated bills in order to permit a timely closing of the 

books each month, followed by a cancel and re-bill at a later date. The 

cancel and re-bill often occurs in another month. As a result of this 

process, the test year recorded sales included some sales from the prior 

year and some adjustments that were not corrected until 2002. The 

calculation of an accurate weather normalization adjustment requires that 

sales and weather data be well synchronized. I n  order to tabulate an 

accurate sales figure in each billing period, the billings were restated to the 
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actual consumption that took place in the period. Had I excluded these 

adjustments the weather normalization calculation for the class would have 

been distorted. The details supporting these adjustments are shown in my 

work papers, Exhibit JLH-11. 

Monthly customer billing data is recorded on a billing cycle basis, as the 

meters are read throughout the month. For example, consider the January 

2001 billing cycles. Meters read a t  the beginning of the month include 

consumption occurring in both December and January. Thus, the billing 

cycle degree days must be a weighted average of the daily degree days 

occurring in December 2000 and January 2001. Based on the scheduled - 

read dates for each billing cycle throughout the year, the degree days each 

day, and the number of meters read for each class in each billing cycle, I 

determined the number of days and number of degree days for each billing 

cycle. This information, I was able to compute the billing period degree 

days for each month and for each rate class. The details of these 

calculations are shown in my work papers, Exhibit JLH-11. As an example, 

I calculated that 49.6 '?!o of the residential class's metered and billed 

consumption for January was consumed in January, while the remainder 

was used in the previous month. Using these results, I computed weighted 

average actual and normal degree days for each billing month. This same 

process was repeated for all sales and transportation categories. Note that 

the Company's meter reading schedule results in larger customers and 

Company use meters being read toward the end of the month. As a result, 

customer consumption in the large rate classes is metered primarily in the 

current month with less of a lag than experienced with the residential and 

small classes. 
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Could you describe the weather normalization calculations? 

Exhibit JLH-2, page 5, shows an example of the class-specific computation 

of sales and revenue adjustments resulting from weather variations, in this 

case Residential Service, Rate 10. My calculation employs a very common 

algorithm that I call the "Base Load and Heating Load Method". This 

approach assumes that the level of usage occurring in the warm summer 

months, called "base load" is invariant with weather conditions throughout 

the year. Base load on a per customer basis equals the average use per 

customer in the months of July and August. I have refined this method 

slightly in those cases when July usage was substantially below August. I - 

have found that base use may be understated due to  plant shutdowns over 

the week of July 4th. To address this fact, when July usage was very low I 

used the average of August and the lower of June or September sales to 

establish an appropriate base load. Heating load each month is computed 

as the difference between total billed sales and the computed base load. 

Monthly heating factors reflecting the variation in sales to degree days are 

computed by dividing the heating load by the actual billing cycle degree 

days to derive the actual unit heat load per degree day. This figure was 

then multiplied by the temperature departure from normal to develop a 

weather adjustment. I n  some months, actual weather was warmer than 

normal while in others it was colder. I n  total, the year was slightly warmer 

than normal resulting in about a l0/o increase to billing month sales. 
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Did you weather normalize all rate classes? 

No, I performed a consistent set of adjustments for all rate classes where 

sales were directly related to  heating requirements. Regressing calendar 

month sales versus degree days, I found most rate classes had statically 

significant correlations, indicating a direct relationship between degree days 

and load. Of the classes without strong correlations, two were air- 

conditioning, one was gas lights, and the others were industrial classes. 

For each of these exceptions, loads varied only slightly from month to  

month and were not appreciably greater in the winter period. 

How did you derive the revenue adjustment? - 

This calculation is shown on the right side of the calculations on Exhibit JLH- 

2, page 5. Since several of the Company's present rates are of a declining 

block nature, the volumetric weather adjustment was multiplied by the 

price of the rate block serving the average usage in that month. Exhibit 

JLH-2, page 6, presents the weather normalized sales volumes under 

present rates. Page 7 shows the base revenues under normal weather 

conditions. Page 8 shows the weather normalized PGA revenues. 

Supporting calculations for all classes are included in the workpapers. 

Thus far you have described the adjustment of heating loads due to  

variations in actual heating degree days. Did you perform a similar 

calculation to weather normalize the air conditioning class for differences 

between actual cooling degree days and normal? 

No, I did not. While there is some theoretical merit to  this calculation and 

while data is generally available, the amount of natural gas that is used for 

air conditioning is so small that it does not merit consideration. 
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3ILLING DETERMINANTS 

Wetview of Billing Determinants 

2. 

4. 

Please summarize your process to develop billing units for rate design 

purposes. 

The first step was to perform the weather normalization calculation just 

described. The second step was to test the per books data to verify its 

reasonableness for rate design purposes. The third step was to compute 

calendar month sales for each class, to reflect the gas volumes that were 

consumed each month rather than simply those that were billed each 

month. The final step was to make customer annualization adjustments, - 

i.e., adjusting the monthly billing determinants to reflect the billing units 

that would be expected if the number of customers a t  the end of the test 

period had been there for the entire year. 

Reasonableness of Per Books Data 

2. 
4. 

How did you evaluate the overall accuracy of the Company’s billing system? 

I n  order to assure myself that the per books sales data was consistent with 

the Company’s recorded revenues, I prepared a revenue proof a t  present 

rates, labeled as Schedule H-3 Unadjusted, comparing computed revenues 

from the billing determinants with the per books revenues. To make this 

comparison, I started with the bill count and recorded sales for each class 

and for each month. However, since the Company’s rates are not flat, I 

had to estimate the distribution of sales between blocks. This was 

accomplished with the aid of a bill frequency produced by the Company‘s 

billing system indicating the sales by block. I have tabulated the per books 

sales volumes on Schedule H-5.  The billed revenues are computed on 
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Schedule H-3 by multiplying the per books billing determinants by the tariff 

rates. These numbers were compared with the per books revenues on 

Schedule H-1. Dividing the booked revenues by the billed revenues 

resulted in the booked-to-billed adjustment ratios, which are shown at  the 

right. I n  each instance the booked to  billed ratio was close to  unity. I n  

total, the difference between the two was less than a fraction of l o l o .  

Zomputation of Calendar Month Sales 

Please describe your next step toward developing the billing units for the 

test year. 

As with virtually all gas utilities, Citizens produces customer bills most 

working days of the month. Each customer is assigned to one of 2 1  

different billing cycles. As an example, the NAGD’s first billing cycle in 

January contains 5,953 customers. I n  the test year, these meters were 

read on January 2 resulting in bills mailed a few days later. The metered 

consumption for this cycle of customers consists of all that consumption 

since the previous meter read, from December 4 through January 1. The 

Company records these sales and revenues as January billing month 

revenues despite the fact that the large majority of all consumption in this 

billing cycle occurred in December of 2000. Of course, some customer’s 

billing cycles coincide much more closely with the calendar month. For 

example, cycle 21, consisting of large customers served on the Company’s 

T-1 Transportation Rate are tele-metered and read at  the conclusion of the 

month. All of their recorded sales occur in the calendar month. This 

greatly simplifies the administration of the transportation rate and allows 

the Company to bill consumption that exactly corresponds to  the calendar 

month. 

- 
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The Company’s revenue requirements are determined on an accrual 

accounting basis for the calendar year 2001. Thus, if rate design and cost 

allocation activities are to correspond to the test year costs, they must be 

restated to reflect calendar month sales not billing month sales,i.e., the 

consumption that actually took place in the month, rather than the 

consumption that was billed in the various billing cycles throughout the 

month. I n  order to develop calendar month sales, I made a complex set of 

calculations to segregate each month’s billed sales into consumption 

occurring in the current month and consumption occurring in the prior 

month. Making this calculation for the billings in 13 months ending January 

2002, I was able to compute each class’s calendar month sales in the test 

year. The details of these calculations are shown for each division in my 

work papers, Exhibit JLH-11, and summarized on Exhibit JLH-3, page 1. 

Please describe these calculations. 

Using the dates of each billing cycle read date, the number of meters read 

in each cycle by class, and the degree days each day, I was able to 

compute an allocation of billed sales to each calendar month in two parts - 

base use and heating use. Recall from my discussion of the weather 

normalization adjustment, that I determined the base use for each 

customer class that is invariant with heating degree days and the heating 

use that is directly proportional to heating degree days and invariant with 

the number of days in the billing period. 

First, I computed the number of billing month days occurring in the 

calendar month for each billing cycle. Weighting these statistics by the 
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number of meters billed in each cycle, I computed the percentage of billing 

month days in the current calendar month. From this, I segregated the 

base load use between the current calendar month and the previous 

calendar month. Next, I performed a similar calculation using degree days. 

Computing the degree days in each billing cycle, the portion of them 

occurring in the calendar month and weighting them by the number of 

customers in each cycle, I computed the percentage of each billing month’s 

heating use occurring in the current calendar month. As an example, I 

computed the January calendar month sales as: 

Base Use Base Use Heating Use Heating Use - 

Sales in Calendar Month January = Billed In + Billed I n  + Billed In + Billed I n  

January February January Fe b rua ry 

The results of these calculations, shown in Exhibit JLH-3, pages 1, 2 and 3, 

tabulate weather normalized calendar month sales, base revenues and PGA 

revenues, respectively, for each month and for each customer class. 

9. 
A. 

Please describe the customer annualization adjustment. 

The customer annualization adjustment restates the billing determinants for 

the test year as if the customers on the system a t  the end of the year, 

December 2001, were present for the entire test year. The year-end 

customer adjustment was straightforward. For each rate class and for each 

month, the number of customers, the sales and the revenues were 

adjusted on a pro rata basis multiplying by the ratio of year-end customers 

to current month customers. Exhibit JLH- 3, page 4 through 8, shows the 

number of customers each month, the percentage adjustment applied by 
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class and month, the resulting sales volumes, the resulting base revenues 

and the resulting PGA revenues, respectively. 

Please describe your derivation of billing units applicable to miscellaneous 

service fees. 

As I will discuss later, I have proposed a number of minor changes not only 

to the prices but also to the very services to be charged under the category 

of the miscellaneous service fees. I n  order to estimate billing 

determinants, I began by tabulating the test year revenues for each 

category of existing fee and dividing by the rates in effect to compute the 

number of events billed. The resulting revenues for the two divisions are - 

shown in total by category on Exhibit JLH-9, page 1. Monthly revenues and 

billing units are shown on Exhibit JLH-7. I n  several instances, I relied on 

the estimates provided by NAGD operating personnel as to the number of 

events for newly created or revised miscellaneous services. This was more 

problematic in the SCGD, where present tariffs define relative few 

m iscel la neous services. 

How did you estimate miscellaneous service fee billing units for the SCGD? 

The SCGD has some of the same miscellaneous service fees found in the 

NAGD. Where fees currently exist, I performed the same calculation, 

dividing revenues by rates to get billing units. I n  those instances where the 

service fee is new to the SCGD, I employed the experience in the NAGD to 

estimate the number of events to be billed in SCGD. My calculation was 

simple; I multiplied the NAGD number of billing events by the ratio of SCGD 

customers to NAGD customers. 
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Q. 
A. No. 

Did you make any further adjustments to  the billing data? 

ACCOUNTING COST OF SERVICE STUDY 

Overview of Process 

Q- 
A. 

Q* 

A. 

Would you briefly define an Allocated Cost of Service Study? 

The cost to serve the customers of any utility company consists generally of 

operating expenses and return on investment. For a historical test period, 

these costs are on record and the overall cost to serve the collective 

customers of the utility may be readily established. On the other hand, the 

unique cost to serve customers of the various service classifications is much 

less apparent. Costs can vary significantly among customer classes 

depending upon the nature of their requirements and the facilities 

necessary to serve them. The purpose of an Allocated Cost of Service 

Study is to  assign or allocate each relevant component of cost on an 

appropriate basis in order to determine the proper cost to serve the 

respective classes. The result is a cost matrix displaying the detailed costs 

of serving each customer class for each cost category. 

Please describe the procedure that you used in preparing your Allocated 

Cost of Service Study. 

Through the application of a computerized microcomputer cost model 

developed by MAC specifically for Citizens Communications - Arizona Gas 

Division's ("AGD") operations, it was possible to treat each element of Rate 

Base, Revenue, and Operating Expense in detail and to assign or allocate 

each item to customer classes. I performed separate cost studies for the 

n order to depict the costs NAGD and SCGD and then summed their results 
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to serve the entire AGD. The complete process is reflected in Schedules G- 

3 and G-4 and mirrors the total cost to serve, as presented by Mr. Mason in 

his testimony. The detailed cost studies for each division are included in 

my workpapers, Exhibit JLH-11. 

Please summarize Schedule G. 

Schedule G contains seven separate schedules. Schedules G-1 and G-2 

summarize the cost allocation studies’ results. The first study, labeled 

Schedule G-1, summarizes the results of the conventional cost of service 

study a t  present rates. Schedule G-2 shows similar information a t  

proposed rate levels. Schedule G-3 shows the allocation of rate base, while 

Schedule G-4 shows expense allocation. Schedules G-5 and G-6 tabulate 

the functional make-up of rate base and expense, respectively and provide 

unit cost information. Finally, Schedule G-7 presents all of the allocation 

factors used in the NAGD and SCGD cost studies including labor. 

Description of Cost Model 

2. 
4. 

How does the computerized cost model operate? 

The cost model is simply a cost matrix. The vertical dimension of the study 

consists of the costs to serve as provided by the Company. The 

development of the cost of service study begins with rate base and 

continues with revenues, operating expenses, taxes, and the computation 

of a labor allocator. The cost model includes three additional sections, a 

summary of costs to serve, a list of the allocation factors employed in the 

study and a revenue requirements section. 
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The horizontal dimension consists of customer classes. Since the customer 

classes cannot all fit on a single page, several sub-pages are required to list 

all customer classes. 

Each page, starting with page 1 has an important column immediately 

preceding the numerical data marked "ALLOC", an abbreviation for 

ALLOCATOR. The ALLOC column contains an acronym to indicate the 

allocation factor used to allocate the costs shown in the Total Company 

Column to individual customer classes. A tabulation of these allocators in 

absolute form, typically total dollars, volumes, or as a percent of total, has 

been provided as Schedule G-7. For ease of understanding, Schedule G-7 - 

also shows these same allocations on a percentage basis. 

Using these allocation factors, costs shown in the Total Company column 

are assigned to each customer class shown on the horizontal of the cost 

study. The cost study results can be replicated with calculator. 

Classes of Service in the Cost Model 

2. 
4. 

How did you establish the rate classes in structuring your cost model? 

I n  general, I set up one column in my cost study for each existing rate 

class. However, there were some exceptions. I excluded the NSAM class, 

since the rate had expired, and merged all NSAM customers into their 

native classes. I also merged the customers in the transportation class, 

Rate Schedule T-1, into their native classes, and then excluded the T-1 

class. 
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2. I f  you merged the transportation customers with the sales customers of 

similar characteristics, how will you be able to differentiate between the 

costs for transportation service and for sales service? 

The cost study separately tracks delivery costs, which are common to both 

sales and transportation customers, and gas supply costs, which are 

incurred by sales customers only. 

4. 

lllloca tion Methods 

2. 

9. 

2- 

4. 

Would you please tell us how you chose allocation factors for your cost 

study? 

I n  the cost allocation process, I attempted to determine the intended use of 

specific plant investments or expenses and then examined the specific use 

of these assets in the test year. Then I developed an external allocator or 

created an internal allocator to assign these costs appropriately to  customer 

classes. 

Could you be more specific, perhaps providing an example demonstrating 

the difference between an external and internal allocator? 

An external allocator is a relationship between a cost and its cost causative 

factor. As a simple example, if the costs in account 903 to print and mail a 

bill are the same for all customers regardless of class, then billing costs are 

simply the average cost per bill multiplied by the number of bills for each 

class. I n  this instance, number of bills is an external allocator for the billing 

costs in the test year. 

An internal allocator is simply a computed figure developed within the cost 

model and used to allocate other costs. As an example, consider property 
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taxes. It would be virtually impossible to develop an external allocator 

relating property taxes to customer classes; however, we know that 

property taxes are a function of plant investment. So if we can allocate 

each item of plant investment to customer classes using external allocators, 

we can develop an internal allocator consisting of the sum of all of these 

various plant items and use it to allocate property taxes to classes. 

How did you select allocators for production costs? 

I examined two alternative approaches to the allocation of production costs 

- a simple annual commodity allocation and a combination of design day 

demand and monthly commodity allocation. 

The first allocation method is consistent with the Company’s gas pricing 

mechanism in effect during the test year. The Company priced gas by 

embedding a fixed rate, 25 cents per therm of gas cost in the NAGD and 

38.84 in the SCGD in each sales rate schedule. I n  addition, the purchased 

gas adjustment clause recovered variations in gas costs uniformly on a per 

therm basis among customer classes. The pricing mechanisms did not 

distinguish between demand and commodity costs. Thus, the commodity 

allocation simply allocates total gas supply costs to customer classes in 

proportion to their weather normalized and year-end customer adjusted 

calendar month sales in the test year. This allocator was developed as part 

of the billing determinants. 

For most utilities, supply costs consist of supplier charges and pipeline 

charges. At the present time, suppliers are generally willing to provide 

variable price rates only; they do not include a demand reservation charge. 
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The same is not true of pipelines. Most Federal Energy Regulatory 

Commission ("FERC") approved pipeline tariffs consist of a reservation 

charge as well as a volumetric charge. The reservation fee paid by 

transporters is a monthly fixed charge based on the Maximum Daily 

Quantity ("MDQ") the pipeline is obligated to reserve for delivery multiplied 

by the FERC-approved rate. The variable charge, normally a much smaller 

portion of the total cost, is billed on a volumetric basis. For utilities such as 

Citizens, with no manufactured gas capability down stream of its city gate, 

the Company must establish its MDQ based on the maximum demand 

expected of it sales customers. 

I n  the test year, the Company delivered the majority of its purchased 

commodity gas through El Paso Natural Gas Company ("El Paso"), an 

interstate pipeline, under a full-requirements ("FR") transportation, which 

included a fixed component for demand reservation that did not vary in 

accordance with the maximum demands established by the Company. The 

demand reservation fee, over $5 million per year, was fixed regardless of 

the level of demand imposed on the transmission system. The utility was 

placed in the enviable position of having no incremental fixed transportation 

supply costs. This somewhat unusual pricing arrangement may not 

continue into the future. 

As discussed in Mr. Cogan's testimony, a recent FERC order mandates the 

conversion of the Company's El Paso FR contract to fixed entitlement 

demand contract. Instead of receiving all requirements service, the 

Company will be required to contract for a specific MDQ. The MDQ must be 

established a t  the highest level of load and n anticipation of the coldest 
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1 

2 

3 

4 

weather the Company can reasonably expect to serve. Typically, the 

predicted peak day load is that load expected on the coldest day on record 

or over the last few decades. The load under these extreme day weather 

conditions is termed the “design day demand”. 

6 / I  Therefore, under this second allocation method, the fixed costs that are 

9 

10 
11 

12 

7 

8 

of the design day allocation factor is summarized on Exhibit JLH-5, 

beginning on page 46. Commodity costs are allocated monthly on the 

proportion of sales consumed by each class in that month. Because gas 

costs are normally lower in the summer than in the winter, commodity 

- 

included in the current supply charges are allocated on the basis of the 

estimated design day demands of each customer class. The development 

18 
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monthly gas costs computed by Mr. Cogan, the Company’s gas supply 

witness, based upon the calendar month, weather normalized, year-end 

customer adjusted sales that I computed. Mr. Cogan’s calculations of gas 

cost add fuel and lost and unaccounted for gas to the calendar month, 

weather normalized, year-end customer adjusted sales shown on Exhibit 

JLH-3. 

RATE BASE ALLOCATION 

15 

16 

17 

26 

d b 7  

costs tend to be higher for classes whose load is predominately in the 

winter. Exhibit JLH-5 pages 34, 35, 39 and 40 show the allocation of each 

Q. Mr. Harrison, please describe the allocation of rate base to customer 

classes. 

division’s gas costs using the two alternative cost allocation methods. 

Please note that, for these calculations, I have employed the pro forma 

28 
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Rate base allocation is shown on Schedule G-3, pages 4 through 8 of the 

cost of service study. Distribution mains investment is the majority of plant 

in service; therefore its allocation is critical. Distribution plant allocation 

factor ('DISTR") is the capacity allocation factor used for the allocation of 

distribution plant capacity-related costs, such as distribution land and land 

rights, measuring and regulating station equipment and mains. This 

allocator is based on the Proportional Responsibility Method, whereby the 

normalized monthly system loads carried by the distribution system are 

weighted so that costs are assigned to months based on the variation of 

sales from peak to off-peak months. 

Have you provided any information to describe the nature of the 

Pro portiona I Res ponsi bi I i ty Method? 

Yes, Exhibit JLH-5 beginning a t  page 50 shows the development of the 

Proportional Responsibility Allocator for each division. I n  addition, I have 

included a brief discussion of the method including the original article, 

published in 1973 by Mr. Gary Grainger in "Public Utilities Fortnightly", in 

my workpapers, Exhibit JLH-11. I n  the past MAC has employed the 

Proportional Responsibility Allocator in its cost studies for over a dozen gas 

distribution utility rate cases in seven states. 

Did you consider any other allocation methods for distribution plant? 

Yes, the Company's investment in capacity-related distribution equipment 

dominates the rate base investment and warrants some level of sensitivity 

study. Therefore, I have examined several other alternative allocation 

methods and tabulated the results on Schedule Exhibit JLH-4. For this 

analysis, I considered several additional allocation methods - design day 

demand only, only, and combinations of design day demand and 
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commodity send out requirements methods using a 50/50 weighting, a 

60/40 weighting and a 40/60 weighting of those two methods. The results 

indicate that the Proportional Responsibility Method, while not as extreme 

as a design day allocation, recognizes the higher costs of serving loads a t  

time of peak. 

Did you attempt to segregate the investment in mains or services between 

the demand and customer components? 

No. Some costs analysts recognize that these investments are joint, in an 

economic sense, and attempt to segregate costs between demand and 

customer components. The two most common methods are the minimum - 

system and zero-intercept methods. While there may be some theoretical 

attraction to these methods, my experience has shown that they are 

extremely subjective. The results can be strongly influenced by the 

individual judgment of the cost practitioner. Rather than engage in such 

speculation, I have made the simplifying assumption that all investment in 

mains is capacity-related, and all service investments are customer-related. 

From a practical standpoint, this approach assigns slightly less costs to the 

customer component. A review of the Company’s current customer 

charges compared to the customer costs to serve indicated on Schedule G- 

6 reveals that current customer charges are a small fraction of customer 

costs. I f  I were to perform a zero-intercept or minimum system study, a 

portion of mains investment would be assigned to the customer component. 

The customer costs to serve would be even greater than I have proposed, 

causing the ratio of customer charges to customer costs to decline even 

further. Recognizing that customer charges cannot be raised to the full 
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level of customer costs, the need to segregate mains and services 

investments at this time is moot. 

What are the customer-related allocation factors included in your cost 

study? 

Customer-related plant items were allocated using “CUST”-prefixed 

allocators for services, meters, and other such customer-related items. 

These factors, taken from the Company’s continuing property records, 

general accounting records, and any other available sources, serve to 

allocate the specific customer-related costs incurred for each customer 

class. 

With the exception of mains, the services investment in Account 380 is the 

largest rate base account. However, as with most utilities, the Company’s 

continuing property records provide little insight into the proper allocation 

of these costs to customer classes. Using a combination of engineering 

estimates and accounting records, I was able to  develop a services allocator 

that recognizes the differing initial costs of constructing services for 

customers in the various customer classes and that also recognizes the 

sharing of services common to some classes. 

Could you please elaborate on the first item, differing initial costs? 

This is the most basic difference among classes--the initial costs of 

installation. These costs are determined by the length of the service, its 

material, whether plastic or steel, the pressure available in the mains 

serving the customer, the diameter necessary to provide the requested 

volumes, and the customer contribution, if any. To address this question I 
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had the Company provide a range of typical service installations as a 

function of pipe diameter. Estimated costs for new services to serve large 

and small customers were separately computed. 

Please discuss the second factor affecting service costs, sharing of services. 

The second factor is services per customer. This factor relates to the fact 

that not all customers require a service. For example, one service to an 

apartment complex, office complex or strip mall can serve several 

customers. I assumed that only small customers shared services. I 

assigned one service to each large customer and subtracted the number of 

assigned services from the total number of services shown in the 

Company's property records. I divided the number of remaining services 

by the total number of residential and small customers to develop an 

appropriate service per customer ratio for these classes. 

The final step was to develop the services allocator. I multiplied each 

class's estimated cost per service by the services per customer ratio and 

the numbers of customers in the class. The resulting values were summed 

and prorated by a uniform percentage to match the original cost investment 

shown in the Company's books. 

How did you allocate meters, regulators and installations? 

I employed the same general approach used for services. I developed a 

replacement cost new estimate, adjusted it for meters per customer and 

then pro rated by results to match the original cost investment shown in 

the Company's books. Since the meter and regulator investment is 

segregated n the Uniform System of Accounts between larger industrial 
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meters and regulators and small ones, the allocators were developed 

separately for the large rate classes and the small ones. The complete 

calculations for the services and meters allocators are included in my work 

papers, Exhi bit J LH- 1 1. 

How was general plant allocated on Schedule G-3, page 5 of the cost 

study? 

All items of general plant were allocated on an internally generated labor 

allocation factor ("LABOR") based on labor expensed and capitalized for 

each account in the test year. Each Operations and Maintenance ("O&M") 

function was examined to determine the labor portions of expense included. 

The labor portions of these costs were allocated separately in the same 

manner as the total accounts were allocated. Similarly capitalized labor 

costs were assigned to classes on the same basis as the plant function. 

The allocated labor costs were then subtotaled by class to arrive at  the 

composite allocation factor LABOR. The detailed development of the LABOR 

allocator is provided on Schedule G-7. 

How was each account of reserves for depreciation allocated? 

Each account of reserves was allocated on the subtotal of the corresponding 

allocated costs of its respective plant item. 

What other elements of rate base were included in your study? 

Net plant was increased for materials and supplies. The deductions from 

net plant included a cash working capital component developed in the 

Lead/Lag study, customer advances, a reserve for deferred federal income 
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taxes, and customer contributed capital. Each item was allocated on the 

most appropriate allocation factor. 
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BPERATING EXPENSE ALLOCATION 

How were operating expenses allocated? 

The allocation of O&M expenses follows the method by which these 

expenses were incurred. Therefore, the plant-related capacity expenses 

are allocated using the same allocators used for their associated plant 

investment. 

How were the gas costs allocated? 

Gas costs were allocated using a combination of a design day and 

commodity allocator similar to the method employed by the FERC. As I 

mentioned earlier, I ran an alternative case using a simple commodity 

a I locator. 

- 

How were the remaining Operation and Maintenance Expenses allocated? 

Distribution O&M expenses follow the allocation of distribution plant. 

Customer Accounts, Sales Expenses, and Administrative and General 

Expenses were allocated using a variety of methods based on direct 

assignments, revenues, sales, gas costs, number of bills and number of 

customers. Whenever possible, specific information detailing class cost 

responsibilities was utilized to develop the most accurate cost study 

possible. Externally developed allocators were developed for Accounts 902, 

903 and 904. For example, Account 902, Meter Reading Expense, was 

allocated to customer classes on an externally developed allocator 

(CUST902), which weighted the number of meters with the average time to 

read the meters. Uncollectible accounts expense in Account 904 is 

allocated to classes in proportion to the write-offs experienced in the test 

year. Administrative and General ("A&G") expenses are allocated partly on 
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the labor allocator, partly on revenue requirements, and partly on plant in 

service. Each of these allocators was developed internally. 

For all other accounts, some form of labor, customer or plant allocator was 

chosen to best represent the nature of the costs in the expense category to 

be allocated. The work papers contain a complete detail of the 

development of each allocator utilized in the cost of service study. 

What are the remaining operating expenses? 

The remaining operating expenses consist of depreciation and amortization 

expenses, taxes other than income taxes, amortization of investment tax - 

credit, state franchise taxes and federal income taxes. 

How were they allocated? 

Depreciation expenses were allocated on the basis of plant in service similar 

to the allocation of depreciation reserves. Taxes Other Than Income Taxes 

that are plant related were allocated on PLANT and those that are labor 

related were allocated on the LABOR allocator discussed earlier. Federal 

income taxes and state franchise taxes were computed for each customer 

class based on the allocated expenses previously discussed. 

accounting Class Cost Study Results 

2. 
4. 

Could you summarize the results of your cost study at present rates? 

The results of my study demonstrate that the rates presently in effect 

generate different rates of return for each class. As Schedule G-1 clearly 

demonstrates, the Company’s current rates produce inequities among rate 

class. The residential class generates lower rates of return. I n  fact, the 
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returns are negative, suggesting that current rates do not even cover the 

Company's expenses, let alone compensate for the investment necessary to 

serve them. On the other hand, the irrigation rate class, with the majority 

of its consumption occurring in the summer, generates large positive 

returns, in excess of the return requested by the Company. 

Ynbundled Costs to Serve 
How does your accounting cost of service study relate to the development 

of unbundled cost to serve the gas supply and transportation functions? 

MAC's Cost of Service Model addresses cost to serve as a three dimensional 

array. So far, we have discussed only two dimensions, the accounting cost 

dimension, showing the details of the rate base and expense items that 

determine total cost to serve and the second dimension, the class 

dimension, showing how each of these costs is allocated to customer 

classes. This discussion relates to the more traditional cost of service 

studies well recognized by the Commission. I n  order to support unbundling 

efforts, MAC's Cost of Service Model identifies costs by functions such as 

production or commodity. Allocations to the class and function dimensions 

are performed automatically and simultaneously. For example, the 

allocation of metering investment was determined to be related to the 

distribution function alone and not to the gas supply function. The meter 

allocator was defined as 100°/~ distribution customer-related and a t  the 

same time these costs were allocated to individual customer classes. While 

many of the allocators used in the cost study were assigned directly to one 

function or another, other allocators were developed internally in the cost 

study and resulted in allocations to more than one functional cost category. 

For example, some cost items were allocated to the plant in service. Recall 
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that plant consists of investments in production facilities, which are 

primarily gas supply-related, as well as transportation-related investment 

items such as mains, services and meters. As a result, items allocated on 

plant displayed both a gas supply and transportation component to their 

cost to serve. 

Have you prepared any unbundling cost of service studies as part of your 

efforts to analyze the Company's overall costs? 

Yes, I have. Following the standard cost allocation procedures outlined 

earlier in my testimony, I have aggregated costs and prepared unbundled 

cost of service results for the following principal areas of cost recovery: 

Production Demand Component 

Transmission Demand Component 

Distribution Mains Component 

Distribution Regulators Component 

Distribution Other Component 

Commodity Gas Cost Component 

Commodity Other Component 

Customer Services Component 

Customer Meters Corn pon en t 

Customers Regulator Component 

Customer Deposits Component 

Customer Advances Component 

Customer Contributions Component 

Customer Forfeited Discounts Component 

Customer Miscellaneous Service Revenue Component 
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Customer Meter Reading Component 

Customer Billing Component 

Customer Sales Component 

These results are summarized in Schedules G-5 and G-6. This Exhibit 

shows the allocation of each item contributing to revenue requirements into 

the eighteen functions, listed above and further summarizes them into 

capacity, commodity or customer costs and supply or delivery costs. 

How do you determine the gas supply and transportation-related costs from 

the unbundled cost of service study results you have presented? 

Very simply, the transportation component of cost to serve consists of the - 

transmission, distribution and customer costs shown on Schedules G-5 and 

G-6. The remaining costs are gas supply related. I have added subtotals 

for the supply and delivery function to simplify understanding. 

RATE DESIGN 

Q. 
A. 

Was there a logical progression in your qfforts to perform the rate design? 

Yes. My rate design efforts were performed in four discrete steps. First, I 

determined which rates were to be offered in the future and merged 

discontinued rates into their otherwise applicable rates. Next, I compared 

the base rate revenues generated by each customer rate class with the 

costs to provide service as shown in the accounting cost of service study. 

Next, I established rate caps limiting the increases and allocated subsidies 

to eventually determine appropriate class revenue targets for the rate 

design. Before actually designing rates, I established the level of gas costs 

to be embedded in base rates. Finally, I performed the rate design itself 

utilizing the class revenue targets, the cost study's component cost 
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information and class-by-class bill impact analyses in order to interactively 

develop a practical and reasonable rate design recommendation. 

Rate Reclassification 

2. 
4. 

Are you recommending any changes to  the definition of rate classes? 

Yes, I have proposed some minimal changes, primarily consolidation to  

streamline rate administration. At present the Company’s tariffs include 

seven air conditioning rates. Since their inception, only nine customers 

have enrolled on these rates. I n  the test year only three exhibited usage 

patterns indicating air conditioning use and two of those were Citizens’ 

offices. The level of participation on these rates is insufficient to  justify their 

continuation. Therefore I propose to  eliminate the seven air conditioning 

tariffs 

Gas Costs in Base Rates 

Q. 
A. 

Q 9  

A. 

Q. 

Please describe your derivation of gas costs for rate design purposes. 

Recall that the pro forma revenue requirements include Mr. Cogan’s 

forecast of test year gas costs using forecasted commodity prices. On 

average, gas costs were nearly 44 cents per therm. The cost study 

allocated these gas costs to customer classes. By utilizing this data, I was 

able to identify the total gas costs for inclusion either in base rates or to  be 

recovered through the PGA. 

What amount of gas costs have you embedded in the design of base rates? 

I established the average gas costs in base rates at  forty cents per therm. 

Why did you choose this amount? 
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I n  general, the level of gas costs to be included in base rates should be 

equal or slightly less that the average costs of gas. This practice allows the 

PGA factor to be a small positive figure. Large PGA factors or negative 

factors tend to confuse price signals and should be avoided, if possible. 

Based on Mr. Cogan’s gas forecast analysis, this level represents slightly 

less than the average gas costs expected in the first year rates are to be in 

effect. 

Recognizing that the PGA clause will automatically adjust rates for future 

variations in gas costs, would a smaller figure be equally acceptable? 

The purpose of embedding gas costs in base rates is to provide a price 

signal indicating the likely costs to serve. I n  the past, the PGA has been a 

sizable addition to customer base rates. This makes it more difficult for 

customers to understand and predict future gas bills. I f  the base rates 

include the expected average cost of gas, then there is some expectation 

that the unbiased estimate of the PGA rate will be near zero. 

- 

Using the forty-cent figure in base rates, is the Company’s expectation that 

PGA rates will be close to zero next year? 

Gas prices have been volatile and probably will continue to  be so. Even if 

Mr. Cogan’s current forecast is accurate, the PGA rate will most likely swing 

positive, all else being equal. The increase is due to  potential increased 

pipeline reservation charges stemming from the FERC‘s El Paso ruling. 

Class Revenue Targets 

Q. Let’s turn now to the subject of revenue targets. Could you explain this 

term? 
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I n  the accounting cost of service studies, I identified the costs to  serve each 

customer class a t  a uniform rate of return. However, it is frequently 

impractical to  design rates to  exactly match calculated costs. I n  some 

instances, doing so would result in unacceptably large increases t o  some 

classes and substantial decreases to others. Rate stability and bill impact 

considerations dictate gradualism in rate design initiatives to moderate 

change and avoid such problems. Typically, the rate design process 

includes a rate cap limiting the percentage increase assigned to  any 

customer class. 

How did you establish class revenue targets for your rate design? 

The calculation of the proposed revenue targets is shown on Exhibit JLH-6. 

The revenue targets are computed in a multi-step process. On page I of 

Exhibit JLH-6, I removed all gas costs and gas revenues and identified the 

present margins by rate class and the cost to  serve each class, based on 

the accounting cost of service study at  uniform rates of return. Next, on 

page 2,1 identified the percentage increase that would be required to  

eliminate all inter-class subsidies. Then, I placed an upper cap or limit to  

the allowable increase to 125% of the average increase requested by the 

Company. I also set a floor price of 0% to ensure that no class received a 

base rate decrease. The deficiency resulting from my caps were allocated 

to  uncapped classes based on the difference between present revenues and 

revenues producing uniform rates of return. Next, I added the gas costs as 

allocated to each customer rate class in my Class Cost of Service Study. 

Then I subtracted the gas cost revenues to  be recovered through the 

operation of the PGA. I assumed that all customer classes would be 

expected to pay all of their gas costs, even the low-income discounted 
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rates. I then computed the impact of lowering rates to the low-income 

classes. The low-income subsidy was assigned to  all rate classes on the 

basis of their sales volumes. The resulting totals formed the starting point 

for rate design efforts. 
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Rate Design By Class 

Please describe your rate design. 

I have proposed a very straightforward rate design for the Company 

because the Company is unbundling rates and also proposing a rate 

reclassification. The Company's present rates are f lat or have one head 

block and tail block price. I concluded that rate administration and 

customer understanding would be promoted by maintaining the existing 

rate structures. 

Please describe your rate design calculations. 

As an example, I have provided a detailed calculation for the residential 

class on Exhibit JLH-6, page 12. I began with the billing units and the 

revenue target, previously developed. Next, I removed the gas costs to be 

embedded in base rates. This was the gas cost allocated in the cost study 

less the gas costs to be recovered in the PGA. The remaining revenues 

must be generated from the customer charge and the base rate. Initially, I 

raised the customer charge by l l O o / ~  of the increase to the class's revenue 

requirements, subject to the constraint that the customer charge did not 

exceed the customer cost. For this calculation I grouped all of the 

residential classes. Next, I rounded the customer charge, relying on a 

weighted average of the similar classes, i.e., one customer charge for all 

residential rates. Finally, I calculated the therm charge in order to achieve 

the revenue target for the class and rounded it. My rate design calculations 

are summarized on Schedule H-3. 

- 

Have you proposed any revisions to the Company's low-income rates? 
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Yes, the Company is proposing an expansion of its CARES program. As a 

result on the ACC’s previous rulings, low income program funding was 

approximately $120,000 in the test year. Actual program expenditures 

were slightly less. The CARES program will be expanded to include the 

SCGD. Customers currently enrolled and receiving CARES benefits through 

the Company’s electric utility will be automatically enrolled in the gas 

utility‘s program. As a result of the lower average income levels in the 

SCGD, nearly 1,400 additional customers are expected to receive CARES 

benefits . 

The proposed expansion is targeted to increase customer awareness, raise- 

participation levels among eligible customers, expand weatherization and 

insulation programs, and increase the magnitudes of the discounts 

provided. Annual program costs are estimated a t  $220,000. Based on test 

year sales of 131 million therms, this equates to a surcharge of $0.00166 

per therm, almost twice the present rate of $0.00098. 

As shown on page 13 of Exhibit JLH-6, the CARES discounts are anticipated 

to total approximately $150,000 per year. Monthly discounts are provided 

for up to 100 therms of usage in the winter months. The proposed rate 

design incorporates four basic changes. First, the CARES discounts will be 

expanded from five to six months by including the month of April in addition 

to the existing period of November to March. Second, the CARES discount 

will be increased from 15O/0 to approximately 20% of base rates, the same 

level as the present Medical CARES program. Third, since the regular and 

Medical CARES discounts are the same, they have been combined into a 
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single CARES rate to simplify rate administration. Finally, the rate is stated 

as a discount of 15 cents per therm, rather than a percentage discount, 

How did you design the cogeneration rate? 

The Company does not presently have any customers on the cogeneration 

rate, so I designed the rate on a theoretical basis. I started with the Large 

Volume Industrial rate's margin and then added the gas costs for a 100°/~ 

load factor rate. 

Please describe the proposed T-2 Transportation rate? 

This rate is to be offered to transportation customers served by dedicated * 

transmission mains. No customers qualified for this service during the test 

year, but one will qualify in the future, assuming the ACC approves. 

Citizens are requesting that a transmission line currently owned by its 

Santa Cruz Electric Division be transferred to the Gas Division. The line 

provides natural gas service to the Valencia generating station. However, 

the plant is dual fueled and frequently burns oil rather than natural gas. I n  

order to assure proper pricing and revenue recovery, the rate's reservation 

charge is based on equal monthly installments to recover the costs to 

provide service, rather than billed on the basis of metered quantities. 

Bil l  Impacts 

2. 
4. 

Have you assessed the impact of your rate design on existing customers? 

Yes, I have prepared a set of bill comparisons for each rate in both the 

NAGD and SCGD, shown as Schedule H-4. 

Revenue Proof 
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Please describe your proof of revenues? 

Schedule H-3 computes the present and proposed sales revenues for each 

of the various rate schedules. The first six pages detail present rates using 

unadjusted billing units, and the next six pages detail present rates using 

normalized and year-end customer annualized billing units. The final six 

pages of Schedule H-3 detail proposed rates. This exhibit identifies each 

rate schedule and provides identifying criteria, customer charges, 

volumetric charges, and applicable surcharges for the PGA Adjustment. 

Proof of revenues is provided by calculating the revenue recovery for each 

class by applying both present and proposed rates to the unadjusted and 

adjusted billing units. 
- 

Schedule H-1  provides a summary of base revenue, PGA revenue, and total 

revenue by class of service. The actual dollar and percent impact by class 

of service is provided on this schedule. A t  the bottom of this sheet, I have 

indicated the total revenues projected under new rates, as well as present 

rates. More importantly, the total proposed revenues derived from rates 

can be compared with proposed revenue requirements identified in Mr. 

Mason’s testimony. The minor difference is attributable to rounding. 

- 40 - 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

a: 
15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

e 7  
28 

29 

Direct Testimony of James L. Harrison 
Citizens Communications Company -- Arizona Gas Division 

Docket No. G- 01032A-02- 

3THER TARIFF CHANGES 

Vain and Serwice Extension Policies 

Why are you proposing to  change the Company’s current rules regarding 

main and service extensions? 

I am proposing two minor changes to  the policy. Mr. Smith advised me 

that the current policy does not recognize nor encourage new customers to  

provide trenching and back-filling services. I have proposed that a $3.00 

per foot credit be recognized for customers providing their own service 

trench. By explicitly recognizing these potential cost savings, Citizens can 

encourage more efficient development and reduce its future investments at  

the same time. The second change is also minor. The current policy 

requires that Citizens collect customer advances as small as $50. I have 

increased the minimum to $100. The administrative costs to book and 

track such small advances may well be uneconomic. 
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Budget Billing Plan 

2. 
4. 

What changes have you proposed to the budget billing plan? 

I have made a number of minor changes to our rules and regulations to 

more clearly document our program and to eliminate ambiguity that could 

lead to customer confusion. 

Miscellaneous Service Fees 

2. 

4. 

2- 
4. 

Q. 
4. 

Have you proposed changes to the miscellaneous service fee tariffs 

currently shown on original sheet #32? 

Yes. I have proposed to increase the present tariff rates to make them 

more compensatory. 

- 

What is the purpose of the miscellaneous service fee tariffs? 

These tariffs are intended to provide prices for a number of incidental 

services provided by the Company a t  the request of the customer, or to bill 

the customer for avoidable.costs generated by his action or inaction. In  

general, the present rates are extremely low and non-compensatory. 

On what basis do you make this judgment? 

With the assistance of Company marketing and central office personnel, I 

have performed a simplified cost of service study for each of the services 

currently provided. This study is shown as Exhibit JLH-7. For each service 

I have described the service and indicated the costs incurred in providing it. 

I n  each instance, the Company's costs to provide the service are greater 

than the current charges. 
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How did you establish the rates you are proposing? 

As with all rate design, there was some subjectivity in my rate making. I n  

addition to the cost study I performed, I had a tabulation of similar charges 

from other utilities prepared. This information is shown as Exhibit JLH-8. I 

recognize that it would be unrealistic to attempt to set the miscellaneous 

fees at their full costs to serve. However, I believe that Citizen's rates tend 

to be lower than many other utilities and can be raised to comparable levels 

without undue hardship to customers. 

I n  many instances, you have proposed a substantial increase to the fees. 

How did you compute the expected increase in revenues to be derived? 

Initially, I approached this problem from a theoretical perspective. 

Economic theory suggests that customers will exhibit some response to a 

price change. I f  prices increase dramatically, than the quantity demanded 

should be reduced. Unfortunately, I could not locate any determinative 

studies on which to  base these calculations. Consequently, I assumed that 

the higher prices would not prove a deterrent and billing units would be 

unchanged. The results of this calculation are shown on schedule JLH-9. 

This analysis shows the miscellaneous tariff fee revenues generated under 

present rates and those expected under the rates that I have proposed. 

The increase in miscellaneous tariff fee revenues is treated as an offset to 

total company revenue requirements and therefore was used to reduce 

target revenues required from sales rates. 

- 
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Other Tariff Changes 

9. 

4. 

Q. 

A. 

Q. 
A. 

Please describe the additional tariff language changes that you are 

proposing. 

I have proposed a number of minor language changes to the tariffs to 

simplify rate administration, remove superfluous information and clarify 

ambiguous tariff language. To simply the review of these changes, I have 

provided a redlined version of the tariffs thereby highlighting all proposed 

changes, labeled as Exhibit JLH-10. This exhibit also includes and 

highlights the revisions to  the T-1 transportation tariff's terms and 

conditions proposed by Mr. Cogan and discussed a t  length in his testimony. 
- 

Are these statements and exhibits set forth in your direct testimony true 

and correct to the best of your knowledge? 

Yes, they are. 

Does this conclude your testimony? 

Yes, it does. 
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OUALIFICATIONS OF JAMES L. HARRISON 

2- 
4. 

Q- 
A. 

Would you describe your educational background? 

My undergraduate work was taken a t  Lehigh University, Bethlehem, 

Pennsylvania. I graduated in 1968 with a Bachelor of Science degree in 

Engineering Mechanics, with a strong background in Electrical Engineering. 

Following graduation, I joined General Electric Company in Pittsfield, 

Massachusetts, and enrolled in their evening program, taking courses in 

Engineering Economics. While still employed a t  GE in a field service 

position, I enrolled in a graduate program in Electrical Engineering a t  Old 

Dominion University, Norfolk, Virginia. I also took accounting courses a t  

the City College of Charleston (South Carolina) and a t  the Southeastern 

Branch of the University of Connecticut, located in New London, 

Connecticut. I then left General Electric to pursue full-time graduate 

studies a t  the University of Connecticut. I graduated in 1973 with a 

Masters of Business Administration degree, specializing in Industrial 

Administration. I joined Gilbert Associates, Inc., and completed numerous 

short courses offered by the Company in the fields of Management Science, 

Construction Management and Computer Science. I have also attended 

numerous industry workshops and seminars in the areas of cost of service 

and rate design for the electric utility industry. 

Are you a registered engineer? 

Yes, since 1975, I have been a licensed professional engineer by 

examination in the State of Pennsylvania, License No. PE-023191-E. 
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Please describe your professional background. 

I have been employed by Management Applications Consulting, providing 

management consulting services to utilities since 1984. Previously, I was 

employed by Gilbert Associates, Inc., in various capacities for over 11 

years. Prior to that, I was employed by General Electric Company 

Ordinance Systems Division for over three years. 

Beginning with your first employment, would you briefly describe your 

duties with General Electric? 

Upon graduation from Lehigh University, I was employed by General 

Electric Company to work in a field service capacity on the Poseidon missile 

fire control system. After an intensive training program, I was assigned to 

the Training Facilities Division and given responsibilities for construction 

management, installation supervision and certification testing of Poseidon 

Missile Fire Control Training Systems at naval training stations a t  Dam 

Neck, Virginia; Charleston, South Carolina and New London, Connecticut. 

My assignments included the development and letting of contracts for 

suitable subcontractors, critical path method scheduling, cost accounting 

and actual equipment certification testing. During this period, I received 

first-hand knowledge of costs and cost control in large organizations. 

Please describe your duties with Gilbert Associates, Inc. 

My initial assignment was with the Scheduling Department, in charge of the 

development of engineering and construction Exhibits for large electric 

utility projects. Most of my Exhibits employed the precedence method of 

Critical Path Method ("CPM"), scheduling to computer model the interfaces 

between engineering disciplines, construction subcontractors and 
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equipment suppliers. I developed sophisticated engineering Exhibits for 

two nuclear plants and construction Exhibits for two fossil plants. I also 

attached the engineering and construction activities for major additions and 

modifications to Rochester Gas and Electric's R. E. Ginna Nuclear Power 

Plant. My next assignment was as an administrator for a group of 

approximately 150 engineers. My responsibilities included budgeting, 

forecasting, staffing and supervision of computer program development 

activities. I also acted as special consultant on matters of statistics and 

probabilistic inference. In  1978, I transferred to the Management and 

Consulting Division and have held progressively more responsible positions 

with its Cost and Load Analysis Department, culminating with the title of 

Department Manager and Senior Consulting Engineer. I n  this position, I 

was responsible for the administration of a group of professionals working 

- 

in the field of Regulatory Services. My work required technical supervision 

over my colleagues in the performance of cost of service studies and 

various rate and cost-related studies. 

Please describe your duties with Management Applications Consulting, Inc. 

As a principal in the firm, I am responsible for all phases of consulting 

services offered to electric and gas utilities. Acting as project manager and 

principal consultant, I provide services in all phases of utility rate and 

regulatory matters. 
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Could you please expand on your technical experience in cost and load 

analysis for utilities? 

My work has centered in four areas: the performance of accounting cost of 

service and rate design studies, the performance of marginal cost of service 

studies, the development of new and improved methods of performing 

either type of cost of service study and, lastly, special projects. Let me 

discuss these activities one a t  a time. 

I have performed numerous accounting cost of service and rate design 

studies, including conventional, time-differentiated bundled and fully 

unbundled studies. I n  the process of conducting such studies, I have 

supervised the development of computerized loss analyses and load 

research based class demand analyses. Working with the results of these 

studies, I have performed conventional rate designs as well as developed 

unbundled, time of day, load management, conservation, interruptible; 

curtail able and experimental rate designs. 

I n  the area of methods and procedures, I was responsible for developing 

the methods utilized by 50 professionals in performing time-differentiated 

accounting cost studies. I n  1977, I devised the Probability of Dispatch 

("POD") method to allocate production costs to time periods and have 

supervised the development of computer software to carry out the method. 

I n  1995, I devised the Market Based Allocation ("MBA") to assign gas costs 

to customer classes. I n  a similar vein, I have been the system architect to 

lay out the development of a system of interrelated computer programs to 

vertically integrate plant allocations to time periods and customer classes. 
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My responsibilities under the category of special assignments are many and 

varied. I have been an active member of the IEEE Demand Side 

Management Committee and the Association of Energy Service 

Professionals. I have authored generic cost of service and rate design 

testimony for hearings held by the Public Utility Commission of Texas, the 

Rhode Island Public Utilities Commission and the Florida Public Service 

Commission. I assembled a primer on marginal costing techniques for a 

Central American utility. I have reviewed the marginal costing techniques 

employed by a French consulting firm for a utility whose generation is 

predominantly hydro-electric. I have been a principal investigator in 

several Electric Power Research Institute sponsored research projects. I 

have negotiated transmission wheeling contracts, performed economic 

feasibility studies, participated in large-scale management audits, 

developed short and long term econometric forecasting models, prepared 

gas utility supply plans and prepared portions of Engineer's Reports for 

municipal bond financing. 

- 

Have the results of your work been filed with any regulatory commission? 

Yes, in the course of my employment, the studies in which I have 

participated have been presented before the Federal Energy Regulatory 

Commission, the Arizona Corporation Commission, the Massachusetts 

Department of Telecommunications and Energy, the Public Utility 

Commission of Texas, the Pennsylvania Public Utility Commission, the Public 

Service Commission of Wisconsin, the Public Service Commission of Ohio, 

the New Hampshire Public Utilities Commission, the Maine Public Utilities 

Commission, the New Jersey Board of Public Utilities, the New York Public 

Service Commission, the Public Service Commission of Florida, Illinois 
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Commerce Commission, Rhode Island Public Utilities Commission and the 

Vermont Public Service Board. 

Could you briefly explain your experience with gas utilities? 

Starting over twenty years ago, I was heavily involved in the 

Massachusetts' generic investigation into the feasibility of implementing 

marginal cost-based rates, Docket No. 18810. I performed electric utility 

marginal cost studies for New Bedford Gas & Edison Light Company and 

Fitchburg Gas & Electric. 

I n  the 1990's, I developed time differentiated gas cost allocators, utilizing 

my "Market Based Allocation" technique for Bay State Gas Company, 

Northern Utilities, EnergyNorth Natural Gas, Fitchburg Gas and Electric and 

Fall River Gas Company. I assisted in load research sample design for 

Boston Gas as part of a major demand side management program. I 

presented technical conferences to the staffs in Massachusetts, New 

Hampshire, Maine, and New York on the proper cost techniques to 

unbundle gas distribution utility rates. 

I have evolved a marginal gas cost of service study procedure which was 

employed in filings for Berkshire Gas Company, Boston Gas Company, Bay 

State Gas Company, Fall River Gas Company, Northern Utilities, 

EnergyNorth Natural Gas, Fitchburg Gas and electric Company and 

Commonwealth Gas Company. I assisted the Vermont Gas Company in 

measuring costs and benefits of various supply side projects. I developed a 

computerized ogive curve employed by Boston Gas as part of its weather 

normalization calculations and assisted in the initial development of an end 

- 6 -  
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use load research experiment to monitor the effectiveness of conservation 

and load management programs. I proposed and implemented commercia 

and industrial reclassification for a half dozen New England gas utilities. I 

have participated in all phases of Demand Side Management programs but 

most heavily in the computation of avoided cost studies. I have also 

participated in the preparation of Integrated Resource Plans for gas 

utilities; concentrating on the areas of load forecasting, supply planning, 

and profitability analyses. I have developed the Market Based Allocation 

Method for production cost allocation for local distribution utilities and 

employed it successfully in unbundling accounting cost of service studies for 

utilities in four states. 
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Citizens Communications Company 
Northern Area Gas Division 
Analysis of NSAM Revenue 

Revenue 
Line Including NSAM Excluding 
No. ClassIRate NSAM Premium NSAM 

Revenue 

(1) (2) (3) (4) 
1 RESIDENTIAL 
2 Residential Service 
3 Residential Service Air Conditioning 
4 C.A.R.E.S. 

$44,304,411 $ 949,962 $43,354,448 
3,356 245 3,112 

597,269 4,071 593,198 
5 C.A.R.E.S. Medical Life Support 51 8 51 8 
6 Total Residential $44,905,554 $954,278 $43,951,276 
7 
8 COMMERCIAL 
9 Small Volume Commercial $1 5,804,340 $ 252,553 $15,551,787 

10 Small Volume Commercial Air Conditioning 14,991 14,991 
I 1  Larae Volume Commercial 1,070,057 1,070,057 
12 Large Volume Commercial Air Conditioning 0 0 
13 Total Commercial $16,889,388 $252,553 $16,636,835 
14 
15 INDUSTRIAL 
16 Small Volume Industrial $483,536 

0 
18 Larae Volume Industrial 1,385,297 
17 Small Volume Industrial Air Conditioning 

$483,536 
0 

1,385,297 
19 Large Volume Industrial Air Conditioning 0 0 
20 Total Industrial $1,868,833 $0 $1,868,833 
21 
22 
23 Small Volume Public Authority $2,834,066 $ 35,023 $2,799,043 
24 Small Volume Public Authority Air Conditioning 0 

486,422 25 Large Volume Public Authority 
0 

486,422 
26 Large Volume Public Authority Air Conditioning 0 0 
27 Total Public Authority $3,320,488 $35,023 $3,285,464 
28 
29 Special Gas Light Service 
30 
31 Irrigation 
32 
33 Cogenration Rate 
34 
35 Total Transportation Rate 

$67,246 

$1 03,015 

$0 

$1,293,575 

$67,246 

$1 03,015 

$0 

$1,293,575 
36 
37 Grand Total $68,448,098 $1,241,854 $67,206,244 

NAGD Rev Control RW 5-3O.xls NSAM 
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Exhibit JLH - 5 
Page & of 9 

Citizens Communications 
Arizona Gas Division 

Allocation Factor Description 

DEMGAS 

TRANS 

DISTR 

DISTMAN 

DISTREG 

GASSALES 

THERMS 

CARES 

CUSTlO 

CUST380 

CUST381 

CUST3 82 

CUST383 

Production capacity cost allocator based on class design day demand. 
Reference JLH-5 pages 46 through 49 (NAGD) and pages 56 through 59 
(SCGD). 

Transmission allocation factor based on Proportional Responsibility. 
Reference JLH-5 pages 50 through 5 1 (NAGD) and pages 60 through 61 
(SCGD). Also, refer to JLH-11 pages 272 through 290. 

Distribution allocation factor based on Proportional Responsibility. Reference 
JLH-5 pages 50 through 5 1 (NAGD) and pages 60 through 61 (SCGD). Also, 
refer to JLH-11 pages 272 through 290. 

Distribution mains allocation factor based OR Proportional Responsibility. 
Reference JLH-5 pages 50 through 5 1 (NAGD) and pages 60 through 61 
(SCGD). Also, refer to JLH-11 pages 272 through 290. 

Distribution regulator allocation factor based on Proportional Responsibility. 
Reference JLH-5 pages 50 through 5 1 (NAGD) and pages 60 through 6 1 
(SCGD). Also, refer to JLH-11 pages 272 through 290. 

Production commodity cost allocator based on rate class monthly sales 
volumes weighted by the monthly cost of gas. Reference JLH-5 page 33 
(NAGD) and page 38 (SCGD). 

Annual firm therm throughput. 

Annual firm therm throughput excluding C.A.R.E.S. customers. 

Year end number of customers. 

Assignment of services investment in account 380. Reference JLH-11 pages 
29 1 through 296. Historic plant investment was prorated to rate classes on the 
basis of each class’s year-end number of customers weighted by the average 
service cost for each class. 

Assignment of meter investment in account 381. Reference JLH-11 pages 297 
through 307. Meter replacement cost times year-end number of customers. 

Assignment of meter installations in account 3 82. Same as CUST3 8 1. 

Assignment of house regulators in account 383. Same as CUST381. 
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Citizens Communications 
Arizona Gas Division 

Allocation Factor Description 
CUST3 84 Assignment of house regulator installations in account 384. Same as 

CUST3 8 1. 

CUST385 

CUSTDEP 

CUSTADV 

CONTSERV 

CONTMAIN 

CUST487B 

CUST902 

CUST903 

Assignment of Industrial meter and regulator investment in account 385. 
Reference JLH-11 pages 297 through 307. Meter replacement cost times 
year-end number of customers. 

Assignment of Customer Deposits. Historic deposits by major customer class 
(reference JLH-11 page 3 18) was prorated to rate ckmm on basis of year-end 
number of customers. 

Assignment of Customer Advances for Construction. This allocation factor 
identifies the year-end number of customers by class of service, but was not 
used. The allocation of Customer Advances for Construction on Schedule G- 
3 was performed using an internally developed allocation factor labeled 
PLT376380 which is the sum of allocated Mains (Acct 376) and Services 
(Acct 380). 

Assignment of Contributions in Aid of Construction - Services. This 
allocation factor identifies the year-end number of customers by class of 
service, but was not used. The allocation of Contributions in Aid of 
Construction for Services on Schedule G-3 was performed using an internally 
developed allocation factor based on allocated Services (Acct 3 80). 

Assignment of Contributions in Aid of Construction - Mains. This allocation 
factor identifies the year-end number of customers by class of service, but was 
not used. The allocation of Contributions in Aid of Construction for Mains on 
Schedule G-3 was performed using an internally developed allocation factor 
based on allocated Mains (Acct 376). 

Assignment of Miscellaneous Service Revenue in account 487. Directly 
assigned based on the reported revenues shown on Exhibit JLH-11, pages 3 19 
through 328. 

Assignment of Meter Reading Expenses in account 902. Year-end number of 
customers weighted by meter read times shown in Exhibit JLH-1, pages 308 
and 309. 

Assignment of Customer Records and Collection Expenses in account 903. 
The allocation factor was developed by assigning the expenses provided on 
Exhibit JLH-11, pages 3 10 and 3 1 1, to classes on the basis of year-end 
number of customer. This calculation is provided in Exhibit JLH-5. 
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Citizens Communications 
Arizona Gas Division 

Allocation Factor Description 
CDA9 12 Assignment of Demo and Selling Expenses in account 912. Year-end number 

of customers. 

Assignment of Advertising Expenses in account 9 13. Year-end number of 
customers. 

CDA9 13 
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Citizens Communications Company 
Arizona Gas Division 
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Original Sheet No. 1 

NATURAL GAS RATES 
SUMMARY OF FILED TARIFFS 

CURRENT RATES 
r e d  Rate Effective Customer Gas Basic Cost of Approving 

Date Charse SewceRate DeusionNo @ Desianation Rate DeSCnDbOn - 
Summary of Filed Tanffs 

9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
55 
56 

1 
2 R-10 
3 R-12 
4 R-12 
5 
6 C-20 
7 G22 
8 -  

OTES 

1-30 
1-30 
1-32 
1-32 

PA40 
PA-42 

P A 4  
PA44 

IR-60 
T-1 
T- 1 
T-1 
T- 1 
T- 1 
T- 1 
T-1 
T-1 
T-I 

T-2 
T-2 
T-2 
T-2 
T-2 
T-2 
T-2 
T-2 
T-2 
T-2 
T-2 

C N G I  

E G I  
EC-I 

C G S I  
CGS-1 

NSP-1 

MISC-1 

RR-1 
RR-I 
RR-1 
RR-1 

Residential 
CARES 
(continuation page) 

Small Volume Commercial 
Large Vol. Commerical 

Small Volume Industrial 
(continuation page) 
Large Vol. Industrial 
(continuation page) 
Small Vol. Public AuthoritV 
Lg. Vol. Public Authority 

Special Gas Light Service 
(continuation page) 

Irrigation Service 
Transportation 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 

Dedicated Transportation 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 
(continuation page) 

Compressed Natural Gas 

Electric Cogeneration 
(continuation page) 
Competitive Gas 
(continuation page) 

Negotiated Sales Program 

Miscellaneous Tariffs 

Purchased Gas Adj. Clause 
(continuation page) 
(continuation page) 
(continuation page) 

(Reserved for Future Use) 

(Reserved for Future Use) 

(Reserved for Future Use) 

(Reserved for Future Use) 

(Reserved for Futuro Use) 

(Reserved for Future Use) 

(Reserved for Future Use) 

(Reserved for Future Use) 

(Reserved for Future Use) 

(Reserved for Future Use) 

$ 10.00 $ 0.3275 
$ 10.00 $ 0.1775 

$ 13.00 0 0.1956- 
$ 95.00 5 0.1714 

$ 13.00 $ 0.1658 

$ 95.00 $ 0.1098 

$ 13.00 $ 0.2232 
$ 95.00 $ 0.1414 

$ 0.4085 
$ 0.4085 

$ 0.3919 
$ 0.3733 

$ 0.3972 

$ 0.3733 

$ 0.4157 
$ 0.4119 

S 0.7360 
$ 0.5860 

$ 0.5875 
$ 0.5447 

$ 0.5630 

$ 0.4831 

$ 0.6389 
$ 0.5533 

vanous 

13.00 $ 0.0761 $ 0.4060 $ 0.4821 

Otherwise applicable base rates less embedded gas 
costs 

Cost to service + subsidies 
(Induding $95 Customer Charge) 

various $ 

$9500 $ 01099 $ 03578 $ 04677 

negotlated 

negotlated 

vanous 

1 Only primary raies are shown when multiple blocks are p s e n t .  

PREVIOUS RATES 
Sheet Rate Effective 
- No. 

1 
2 
3 
4 
5 
6 
7 

8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

40.1 
41 
42 

10. 
I 1  
12 
12 
13 
13 
20 

21 
22 
23 
23 
30 
31 
32 
32 
33 
33 
40 
41 
42 
43 
43 
44 
44 
60 

CNG-1 
GI 
GI 

NSAM 
CGS 
CGS 

Misc Svc 
T-I 
T-I 
T-I 
T-I 
T-I 
T-1 
T- 1 
T- 1 
T-I 

none 
RRI 

- Date 

11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 

11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
11/1/96 
10/1/01 
10/1/01 
6/1/01 
11/1/96 

Approving 
Decision Ni 

59875 
59875 
59875 
59875 
59875 
59875 
59875 

59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 

-59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
59875 
64054 
64054 
63678 
various 

issued: m, 
2901 N. Central Avenue, Suite 1660, Phoenix. Arizona 85012 

Revenue Target2.xls Tariff Sheet 2 
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Citizens Utilities Company e 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Labor Rates 

1 Supervisor 
2 
3 Customer Service Representative CSR 
4 
5 Service Person 
6 
7 Service Person - After Hours 
8 
9 Dispatcher 

10 
11 
12 Transportation Rate 

$26.31 

$1 0.94 

$20.14 

$30.21 

$14.04 

$0.450 

Exhibit JLH - 7 
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Misc Service Fees.xls Labor Rates 



1 Payroll Overhead Loader 
2 
3 
4 
5 Allowance for Non-Productive 
6 Holidays, Vacation Days, etc 
7 Total Workdays 
8 Overhead Loader 
9 

10 
11 
12 Total Overhead Loader 

* 

Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Overhead Loader 

29.00% 

27 
261 

10.34% 

39.34% 

Exhibit JLH - 7 
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Mise Service Fees.xls Overhead Loader 



Citizens Utilities Company e Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Service Transfer Fee 

1 DescriDtion of Chartae 
The charge for transfer of service from one customer to another, when meter is not turned off. 

2 ExDlanation of Cost 

Costs are assoctiated with initiation of service based on Customer Service handling the request, 
recording the information, transferring and scheduling a service person, activating the service and 
recording the activation. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor OIH 

Hours Rate cost 
0.25 10.94 2.74 
0.33 20.14 6.65 

0.085 14.04 1.19 
0.085 26.31 2.24 

12.81 

Percent 39.34% 
cost $5.04 

Transportation Miles 10.00 
Rate 0.450 
cost $4.50 

Other Expenses 
Tools, Uniform, Materials 

$0.00 

Exhibit JLH - 7 
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Total Cost $22.35 

4 Present Charue $1 0.00 

5 ProDosed Charue $15.00 

Feb - Mar m Mav - Jun 6 Revenue Summaw - Jan - 
Monthly Activity 1,048.9 908.5 1,654.0 1,153.5 1,371.5 1,752.0 
Present Revenue $10,489.25 $ 9,085.00 $16,540.00 $11,535.00 $13,715.00 $17,520.00 
Proposed Revenue $15,733.88 $13,627.50 $24,810.00 $17,302.50 $20,572.50 $26,280.00 

Monthly Activity 1,595.0 1,890.0 1,867.5 1,613T 1,476.0 1,320.5 17,651.4 
Present Revenue $15,950.00 $18,900.00 $18,675.00 $16,139.41 $14,760.00 $13,205.00 $176,513.66 
Proposed Revenue $23,925.00 $28,350.00 $28,012.50 $24,209.12 $22,140.00 $1 9,807.50 $264,770.49 

Jul &si a Od - Nov - Dec Total 

Misc Service Fees.xls Service Transfer Fee 



e Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Collection Fee 

1 Description of Charue 
The charge for collecting payments or payment agreements in the field. 

2 Explanation of Cost 

Costs are associated with identification of the customer for field collection, notification of the customers, 
assignment and scheduling of the field collector, transportation and collection activities and 
documentation of event. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor OIH 

Hours Rate cost 
0.33 10.94 3.61 
0.5 20.14 10.07 

0.085 14.04 1.19 
0.085 26.31 2.24 

17.11 

Percent 39.34% 
cost $6.73 

Transportation Miles 10.00 
Rate 0.450 
cost $4.50 

Other Expenses $0.00 

Total Cost $28.34 

4 Present Charue 

5 Proposed Charue 

6 Revenue Summary 
Monthly Activity 
Present Revenue 
Proposed Revenue 

Monthly Activity 
Present Revenue 
Proposed Revenue 

$1 0.00 

$20.00 

Exhibit JLH - 7 
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Jan - Feb - Mar m Mav - Jun - 
1 .o (1.5) (1 .O) 113.0 199.0 119.0 

$ 10.00 $ (15.00) $ (10.00) $ 1,130.00 $ 1,990.00 $ 1,190.00 
$20.00 ($30.00) ($20.00) $2,260.00 $3,980.00 $2,380.00 

- Oct - Nov - Dec Total 
%@ 76.0 58.0 62.0 841.5 114.0 50.0 52.0 

$ 1,140.00 $ 500.00 $ 520.00 $ 760.00 $ 580.00 $ 620.00 $8,415.00 
$2,280.00 $1,000.00 $1,040.00 $1,520.00 $1,160.00 $1,240.00 $16,830.00 

- Jut Au_q 

Misc Service Fees.xls Collection Fee 



Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Establishment of Service - Normal Hours 

1 Description of Charae 
Fee is charged to establish new service to a customer during normal business hours (8:30 AM to 4:30 
PM). 

2 Explanation of Cost 

Clerical, serviceman's and supervision time plus transportation to connect service, process and verify 
data, obtain customer information, issue connect orders, and set up new customer record. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor O/H 

Hours Rate 
0.25 10.94 
0.75 20.14 

0.085 14.04 
0.085 26.31 

Percent 39.34% 
cost $8.37 

Transportation Miles 10.00 
Rate 0.450 
cost $4.50 

Other Expenses $0.00 

Total Cost $34.14 

4 Present Charae $1 5.00 

5 Proposed Charae $25.00 

6 Revenue Summary - Jan - Feb - Mar 
Monthly Activity 814.8 769.3 929.9 
Present Revenue $12.221.28 $11.538.84 $13,948.91 1 
Proposed Revenue $20,368.80 $19[231.40 $23,248.18 $2 

- Jul !?!m s9.2 

cost 
2.74 

15.11 
1.19 
2.24 

21.27 

Exhibit JLH - 7 
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A x  Mav - Jun 
829.3 881.3 1,234.3 

$40.00 $13,220.00 $ 6,515.00 
733.33 $22,033.33 $30,858.33 

act - Nov - Dec Total 
Monthly Activity 1,062.0 1 , I  81 . I  1,335.1 1,327y 1,478.0 1,511.3 13,353.8 
Present Revenue $15,930.00 $17,717.00 $20,026.00 $19,911.00 $22,170.12 $22,669.21 $200,307.36 
ProposedRevenue $26,550.00 $29,528.33 $33,376.67 $33,185.00 $36,950.20 $37,782.02 $333,845.60 

Misc Service Fees.xls Establishment of Service - Nom 



e Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Establishment of Service -After Hours 

1 Description of Charae 
Fee is charged to establish new service to a customer after normal business hours, when a 
serviceman is scheduled before he has left for the day 

2 Explanation of Cost 

Clerical, serviceman's and supervision time plus transportation to connect service, process and verify 
data, obtain customer information, issue connect orders, and set up new customer record. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor O/H 

Transportation 

Other Expenses 

Total Cost 

4 Present Charqe 

5 Proposed Charae 

6 Revenue Summaw 
Monthly Activity 
Present Revenue $ 

Hours Rate 
0.25 10.94 
0.75 30.21 

0.085 14.04 
0.085 26.31 

Percent 39.34% 
cost $1 1.34 

Miles 10.00 
Rate 0.450 
cost $4.50 

$0.00 

cost 
2.74 

22.66 
1.19 
2.24 

28.82 

Exhibit JLH - 7 
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$44.66 

$20.00 

$35.00 

- Jan - Feb - Mar Am Mav - Jun 
2.3 1.3 2.0 3.3 2.0 1 .o 

46.00 $ 25.00 $ 40.00 $ 66.00 $ 40.00 $ 20.00 
Proposed Revenue $80.50 $43.75 $70.00 $1 15.50 $70.00 $35.00 

- Jul m &%? - Oct - Nov - Dec Total 
Monthly Activity 7.1 3.3 1 .o 6.6 13.2 13.5 56.6 
Present Revenue $ 142.00 $ 66.00 $ 20.00 $ 132.00 $ 264.00 $ 270.00 $1,131.00 
Proposed Revenue $248.50 $1 15.50 $35.00 $231 .OO $462.00 $472.50 $1,979.25 

Misc Service Fees.xls Establishment of Serv -After 



e Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Establishment of Service - Call out 

1 Description of Charge 
Fee is charged to establish new service to a customer after normal business hours when the service 
man is called back to work. 

2 Explanation of Cost 

Clerical, serviceman’s and supervision time plus transportation to connect service, process and verify 
data, obtain customer information, issue connect orders, and set up new customer record. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Hours Rate cost 
0.25 10.94 2.74 

1 30.21 30.21 
0.085 14.04 1.19 
0.085 26.31 2.24 

36.37 

Labor OIH Percent 39.34% 
cost $14.31 

Transportation Miles 20.00 
Rate 0.450 
cost $9.00 

Other Expenses 

Total Cost 

4 Present Charae 

$0.00 

$59.69 

$46.00 

Exhibit JLH - 7 
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5 Proposed Charae $50.00 

Mar A& Mav - Jun 
Monthly Activity 15.0 9.0 9.0 19.0 11.0 3.0 
Present Revenue $ 690.00 $ 414.00 $ 414.00 $ 874.00 $ 506.00 $ 138.00 
Proposed Revenue $750.00 $450.00 $450.00 $950.00 $550.00 $150.00 

6 Revenue Summary - Jan Feb - 

- Jul m ae - Oct - Nov - Dec Total 
Monthly Activity 6.0 3.0 7.0 5.0 4.0 10.0 101.0 
Present Revenue $ 276.00 $ 138.00 $ 322.00 $ 230.00 $ 184.00 $ 460.00 $4,646.00 
Proposed Revenue $300.00 $1 50.00 $350.00 $250.00 $200.00 $500.00 $5,050.00 

Misc Service Fees.xls Establishmt of Sew-Call out 
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Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Service Reconnect - Norm Hours 

1 Description of Charae 
The ReconnedDispatch Order to Disconnect fee is charged to cover the cost of preparing and 
dispatching an order to disconnect by customer request including the reconnection of Service. 

2 Explanation of Cost 

Clerical, serviceman and supervision time plus transportation to process order including disconnecting 
and reconnecting service. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor OIH 

Hours Rate cost 
0.5 10.94 5.47 

1.166 20.14 23.48 
0.166 14.04 2.33 
0.166 26.31 4.37 

35.65 

Percent 39.34% 
cost $14.03 

Transoortation Miles 10.00 
Rate 0.450 
cost $4.50 

Other Expenses 

Total Cost 

4 Present Charse 

5 Proposed Charse 

6 Revenue Summanr - Jan 
Monthly Activity 1.1 
Present Revenue $26.50 
Proposed Revenue $37.10 

- Jul 
Monthly Activity 24.8 
Present Revenue $619.00 
Proposed Revenue $866.60 

Feb 
0.8 

$20.00 
$28.00 

!!!a 
23.8 

$594.20 
$831.88 

$0.00 

$54.1 8 

$25.00 

$35.00 

- Mar 
0.7 

$17.50 
$24.50 

a@ 
16.4 

$410.80 
$575.12 

&r Mav 
26.9 35.7 

$673.00 $892.66 
$942.20 $1,249.73 

Oct - Nov 
26.1 27.7 

$653.00 $692.70 
$914.20 $969.78 

- 

- Jun 
30.9 

$772.50 
$1,081.50 

- Dec Total 
23.2 238.1 

$581.20 $5,953.07 
$813.68 $8,334.29 

Misc Service Fees.xls Serv Reconn- Norm hr 



e Citizens Utilities Company 
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Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Service Reconnect - After Hours 

1 Description of CharQe 
The ReconnectlDispatch Order to Disconnect fee is charged to cover the cost of preparing and 
dispatching an order to disconnect by customer request, including the reconnection of Service. 

2 Explanation of Cost 
Clerical, serviceman and supervision time plus transportation to process order including disconnecting 
and reconnecting service. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor O/H 

Transportation 

Other Expenses 

Total Cost 

4 Present Charae 

5 Proposed Charae 

6 Revenue Summarv 
Monthly Activity 
Present Revenue 
Proposed Revenue 

Monthly Activity 
Present Revenue 
Proposed Revenue 

Hours Rate 
0.5 10.94 

1.166 26.61 
0.166 14.04 
0.166 26.31 

Percent 39.34% 
cost $17.00 

Miles 10.00 
Rate 0.450 
cost $4.50 

- Jan 
0.0 

$0.00 
$0.00 

- Jul 
0.7 

$24.50 
$31.50 

$0.00 

$64.70 

$35.00 

$45.00 

Feb - Mar 
0.1 0.1 

$4.60 $4.60 
$5.91 $5.91 

- 

A M  
0.4 0.0 

$14.00 $0.00 
$1 8.00 $0.00 

Cost 
5.47 

31.03 
2.33 
4.37 

43.20 

& Mav 
0.5 0.4 

$17.50 $14.00 
$22.50 $18.00 

- act - Nov 
0.2 0.2 

$7.00 $7.00 
$9.00 $9.00 

- Jun 
0.3 

$10.00 
$12.86 

- Dec Total 
0.7 3.6 

$24.50 $127.70 
$31.50 $164.19 

Misc Service Fees.xls Serv Reconn-After hr 



Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Service Reconnnect - Call Out 
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1 Description of Charae 
The ReconnectlDispatch Order to Disconnect fee is charged to cover the cost of preparing and 
dispatching an order to disconnect by customer request including the reconnection of service. 

2 Explanation of Cost 

Clerical, serviceman and supervision time plus transportation to process order including disconnecting 
and reconnecting service. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor OIH 

Transportation 

Other Expenses 

Total Cost 

4 Present Charae 

5 ProDosed Charae 

6 Revenue Summarv 
Monthly Activity 
Present Revenue 
Proposed Revenue 

Monthly Activity 
Present Revenue 
Proposed Revenue 

- Jan 
0.2 

$9.20 
$12.00 

- Jul 
0.9 

$43.32 
$56.51 

Hours Rate 
0.5 10.94 

1.417 27.25 
0.166 14.04 
0.166 26.31 

Percent 39.34% 
cost $19.98 

Miles 20.00 
Rate 0.450 
cost $9.00 

$0.00 

$79.76 

$46.00 

$60.00 

Feb - Mar 
0.2 0.3 

$9.20 $13.80 
$12.00 $18.00 

- 

A d  SSE 
1.6 1.6 

$73.60 $73.60 
$96.00 $96.00 

cost 
5.47 
38.61 
2.33 
4.37 
50.78 

!la Mav 
1.7 2.9 

$78.20 $135.31 
$102.00 $176.49 

OCt - Nov 
0.8 0.5 

$36.80 $23.00 
$48.00 $30.00 

- 

- Jun 
1.8 

$82.80 
$108.00 

- Dec Total 
1 .o 13.6 

$48.20 $627.03 
$62.87 $81 7.86 

Misc Service Fees.xls Serv Reconn-call out 



e Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Nonpay Service Reconnect - Normal Hours 

1 Description of CharQe 
The ReconnectlDispatch Order to Disconnect fee is charged to cover the cost of preparing and 
dispatching an order to disconnect for nonpayment, including the reconnection of service. 

2 Explanation of cost 
Clerical, serviceman and supervision time plus transportation to process order including disconnecting 
and reconnecting service. 

* 
3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor O/H 

Transportation 

Other Expenses 

Total Cost 

4 Present CharQe 

5 Proposed Charae 

6 Revenue SUmmaY 
Monthly Activity 

Hours Rate cost 
0.75 10.94 8.21 

1.166 20.14 23.48 
0.166 14.04 2.33 
0.166 26.31 4.37 

38.39 

Percent 39.34% 
cost $15.10 

Miles 10.00 
Rate 0.450 
cost $4.50 

$0.00 

Exhibit JLH - 7 
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$57.99 

$25.00 

$45.00 

Mar & Mav - Jun - Jan - Feb - 
9.5 7.2 6.3 242.3 321.4 278.1 

Present Revenue $238.50 $180.00 $157.50 $6,057.00 $8,033.97 $6,952.50 
Proposed Revenue $429.30 $324.00 $283.50 $10,902.60 $14,461 . I4 $12,514.50 

Dec Total - act - Nov - - Jul &El 
2,143.1 Monthly Activity 

Present Revenue $5,571.00 $5,347.80 $3,697.22 $5,877.00 $6,234.30 $5,230.80 $53,577.59 
Proposed Revenue $10,027.80 $9,626.04 $6,654.99 $10,578.60 $1 1,221.74 $9,415.44 $96,439.65 

222.8 213.9 147.9 235.1 249.4 209.2 

Misc Service Fees.xls Nonpay Serv Recon-norm 



Citizens Utilities Company e Northern Arizona Gas Division 

e 
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Miscellaneous Service Fees 
Analysis of Nonpay Service Reconnect -After Hours 

1 Descrilstion of Charae 
Fee is charged to establish new service to a customer after normal business hours. 

2 Explanation of Cost 

he Reconnect/Dispatch Order to Disconnect fee is charged to cover the cost of preparing and 
dispatching an order to disconnect for nonpayment, including the reconnection of Service. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Hours Rate cost 
0.75 10.94 8.21 

1.166 26.61 31.03 
0.166 14.04 2.33 
0.166 26.31 4.37 

45.93 

Labor OIH Percent 39.34% 
cost $18.07 

Transportation Miles 10.00 
Rate 0.450 
cost $4.50 

Other Expenses $0.00 

Total Cost 

4 Present Charae 

5 Prolsosed Charae 

6 Revenue Summary 
Monthly Activity 
Present Revenue 
Proposed Revenue 

Monthly Activity 
Present Revenue 
Proposed Revenue 

- Jan 
0.0 

$0.00 
$0.00 

- Jul 
6.3 

$220.50 
$346.50 

$68.51 

$35.00 

$55.00 

- Feb - Mar 
1.2 1.2 

$41.40 $41.40 
$65.06 $65.06 

A x  m 
3.6 0.0 

$126.00 $0.00 
$198.00 $0.00 

AE 
4.5 

$157.50 
$247.50 

- OCt 
1.8 

$63.00 
$99.00 

Mav 
3.6 

$1 26.00 
$198.00 

- Nov 
1.8 

$63.00 
$99.00 

- Jun 
2.6 

$90.00 
$141.43 

Dee Total 
6.3 32.8 

$220.50 $1,149.30 
$346.50 $1,806.04 

Misc Service Fees.xls Nonpay Serv Reconn-after 



Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Nonpay Service Reconnect - Call Out 

I DescriDtion of Charae 
The ReconnedDispatch Order to Disconnect fee is charged to cover the cost of preparing and 
dispatching an order to disconnect for nonpayment, including the reconnection of service. 

2 Exdanation of Cost 
Clerical, serviceman and supervision time plus transportation to process order including disconnecting 
and reconnecting service. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor O/H 

Transportation 

Other Expenses 

Total Cost 

4 Present Charae 

5 Proposed Charae 

6 Revenue Summary 
Monthly Activity 
Present Revenue 
Proposed Revenue 

Monthly Activity 
Present Revenue 
Proposed Revenue 

- Jan 
1.8 

$82.80 
$1 17.00 

- Jul 
8.5 

$389.90 
$550.94 

Hours Rate cost 
0.75 10.94 8.21 

1.417 27.25 38.61 
0.166 14.04 2.33 
0.166 26.31 4.37 

53.51 

Percent 39.34% 
cost $21.05 

Miles 20.00 
Rate 0.450 
cost $9.00 

$0.00 

$83.57 

$46.00 

$65.00 

Feb - Mar 
1.8 2.7 
- 

$82.80 $124.20 
$117.00 $175.50 

A d  sa 
14.4 14.4 

$662.40 $662.40 
$936.00 $936.00 

!&!I Mav 
15.3 26.5 

$703.80 $1,217.75 
$994.50 $1,720.74 

OCt - Nov 
7.2 4.5 

$331.20 $207.00 
$468.00 $292.50 

- 
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- Jun 
16.2 

$745.20 
$1,053.00 

Dec Total 
9.4 122.7 

$433.80 $5,643.25 
$61 2.98 $7,974.16 

- 

Misc Service Fees.xls Nonpay Serv Reconn-call out 
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2 Explanation of Cost 

Clerical, Serviceman and Supervision time plus transportation to issue order and complete service 
call. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Hours Rate cost 
0.33 10.94 3.61 
0.917 20.14 18.47 
0.0833 14.04 1.17 
0.0833 26.31 2.19 

25.44 

Labor O/H Percent 39.34% 
cost $10.01 

Transportation Miles 10.00 
Rate 0.450 
cost $4.50 

Other Expenses 
Mail and test costs 

$49.00 

Total Cost 

4 Present Charge 

$88.95 

$35.00 

5 Proposed Charcle $65.00 

Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Customer Requested Meter Test 

1 Description of Charge 
Fee charged when a customer requests a meter test. 

e 

e 

6 Revenue Summary - Jan - Feb _. Mar A s  
Monthly Activity 0.0 0.0 1 .o 0.0 
Present Revenue $ - $  - $ 35.00 $ - $  
Proposed Revenue $0.00 $0.00 $65.00 $0.00 

- Jul A x  see - Oct 
Monthly Activity 0.0 0.0 0.0 0.0 
Present Revenue $ - $  - $  - $  - $  
Proposed Revenue $0.00 $0.00 $0.00 $0.00 
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Mav - Jun 
0.9 0.0 

$55.71 $0.00 
30.00 $ 

- Nov - Dec 
0.0 0.0 
- $  

$0.00 $0.00 

Total 
1.9 

$65.00 
$120.71 

Misc Service Fees.xls Meter Test 



2 Explanation of Cost 

Clerical, Supervision, Office and miscellaneous expenses to process customer's returned check. 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor OIH 

Hours Rate cost 
0.4167 10.94 4.56 

0 20.14 0.00 
0 14.04 0.00 

0.0833 26.31 2.19 
6.75 

Percent 39.34% 
cost $2.66 

Transportation Miles 0.00 
Rate 0.450 
cost $0.00 

Other Expenses 
Mail and test costs 

$0.00 

Exhibit JLH - 7 
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Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of NSF Check 

1 Description of Charae 
Returned Check Fee is charged when customer's payment is returned unpaid for any reason. 

e 

e 

$9.41 - Total Cost 

4 Present Chame $1 5.00 

5 Proposed Charae $15.00 

Feb Mar &I Mav - Jun 6 Revenue Summary - Jan - 
Monthly Activity 133.0 102.0 63.0 133.0 140.0 85.0 
Present Revenue $ 1,995.00 $ 1,530.00 $ 945.00 $ 1,995.00 $ 2,100.00 $ 1275.00 
Proposed Revenue $1,995.00 $1,530.00 $945.00 $1,995.00 $2,100.00 $1,275.00 

ocf - Nov - Dec Total sa2 
1,143.0 

Present Revenue $ 1,530.00 $ 1,185.00 $ 810.00 $ 1,080.00 $ 1,185.00 $ 1,515.00 $17,145.00 
Proposed Revenue $1,530.00 $1,185.00 $810.00 $1,080.00 $1,185.00 $1,515.00 $17,145.00 

&! m 
Monthly Activity 102.0 79.0 54.0 72.0 79.0 101.0 



Citizens Utilities Company 
Northern Arizona Gas Division 
Miscellaneous Service Fees 
Analysis of Multiple Attempts to Reconnect 

1 Description of Charqe 
Multiple attempts to establish service due to customer not home or facilities not ready, with 2 failed 
attempts 

2 Explanation of Cost 
Clerical, Supervision, Office and miscellaneous expenses 

3 Estimate of Cost 

CSR 
Serviceperson 
Dispatcher 
Supervisor 
Total 

Labor O/H 

Transportation 

Other Expenses 

Total Cost 

4 Present Charae 

5 Proposed Charae 

6 Revenue Summaw 

Monthly Activity 
Present Revenue 
Proposed Revenue 

Hours Rate 
0.1667 10.94 

0.33 20.14 
0.0833 14.04 
0.0833 26.31 

Percent 39.34% 
cost $4.65 

Miles 10.00 
Rate 0.450 
cost $4.50 
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cost 
1.82 
6.65 
1.17 
2.19 

11.83 

$0.00 

$20.99 

$0.00 

$1 5.00 

50.0 
$0.00 

$750.00 

Misc Service Fees.xls Multiple Attempts to Reconn 
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